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Accounting of Commission for Relief in Belgium* 

By L. D. Mapes. 

The Commission for Relief in Belgium and its principal affil- 
iated organizations are as follows : 

(1) The Commission for Relief in Belgium, for short the 

C.R.B.; 

(2) The Comite National de Secours et d'Alimentation, for 

short the Comite National (or C. N.) ; 

(3) The provincial committees in various parts of Belgium; 

(4) The Comite d'Alimentation du Nord de la France, for 

short the Comite Frangais (or C. F.) ; 

(5) The district committees in various parts of the north of 

France ; 

(6) The Section Agricole du Comite National ; 

(7) The Bureau Produits Divers (discontinued in 1916) ; 

(8) The Ship Owning Department, or the S. O. D. 

Mr. Hoover has stated that the gigantic proportions of the 
problem could only find solution by systematic decentralization, 
both* in collection and distribution. 

In collecting funds or other gifts for the work, the general 
scheme of decentralization was extended so that the commission 
had relations with over 100 principal committees, and these in 
turn covered a field of over 2,000 sub-committees engaged in pro- 
viding support to the commission's work. 

In the distribution, advantage was taken of the communal sys- 
tem; local relief committees were organized in practically every 

*A paper read before the American representatives of the Commission for Relief 
in Belgium, at Brussels, March 16, 1916, and since revised to October 31, 1917. 
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commune, and there was created over these committees a system 
of regional, district and provincial committees, with the Comite 
National at the apex, the relation of this organization to the 
C. R. B. being one of joint endeavor. 

The interlocking of the committees is about as follows : 

The communal committees are represented in the regional 
committees. The regional committees are represented in the pro- 
vincial and district committees. 

Delegates from the provincial and district committees act as 
working members of the Comite National and Comite Francais 
respectively. 

Some of the members of the Comite National are members of 
the Comite Francais. 

The C. R. B. is represented by delegates on both the Comite 
National and the Comite Francais. 

Of the 7,000,000 inhabitants in Belgium, it has been estimated 
that 2,750,000 were found to be wholly or partly destitute as a 
result of the war and without resources with which to pay for 
food Qr clothing even if it existed in abundance. Inasmuch as 
the 2,300,000 inhabitants, as a whole, in the north of France are 
being supplied from without and not paying anything back to 
Brussels in return, they must also be treated in the calculations 
as if they, too, were all destitute, although many who are able to 
do so are obligating themselves in one way or another to pay at 
the end of the war, and a good many are paying in communal 
money and some in French money. 

Engaged in the work here there have been about 130 regional 
and over 2,500 communal distributing committees, and about 1,500 
relief committees in Belgium. In the north of France there have 
been about 70 regional and 2,100 communal distributing com- 
mittees. 

At the start the outside world was practically asked to take 
up furnishing the bread supply for the whole nation, as a matter 
of benevolence. Later, certain relaxations came regarding finan- 
cial transactions, and the work of provisioning the population 
developed along commercial lines, being completely separated 
from the actual benevolent work, so that those who had resources 
were able to pay and thus help to make the general burden easier. 
Belgian banks and institutions have furnished very large sums 
for the working capital of the provisioning department. 
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Accounting of Commission for Relief in Belgium 

The Commission for Relief in Belgium 

The C R. B. has offices in New York, London, Rotterdam 
and Brussels. 

Necessarily the London office has been made the central office, 
as New York is too far away from the points of distribution to 
be effective as a center for general management. 

In New York, gifts are received, funds collected, purchases 
made and paid for and vessels are arranged for, loaded and 
dispatched. 

London negotiates with the English authorities, collects gifts 
and funds, receives remittances for Belgium, keeps accounts of 
the cost of the various cargoes, establishes the prices to charge 
Brussels for the goods and advises Rotterdam thereof, and has 
remitted money to New York to help pay for purchases. In 
view of later developments wherein the United States government 
is to do the financing, money will be sent from New York to 
London. 

Rotterdam receives the vessels, arranges for the barges, 
attends to the unloading, reloading and also to storing of goods, 
charging Brussels for all the goods shipped into Belgium and the 
north of France at the prices established by London, and advises 
London office thereof. 

Brussels office negotiates with the German authorities and 
attends to the distribution of the food supplies, but the accounts 
of the C. R. B. at Brussels do not deal with food supplies, but 
simply with the expenses of its office and its branches, the 
expenses of the American or other representatives, automobile 
expenses and things of that character. 

The American or other representatives, with headquarters at 
Brussels, are so many agents of the C. R. B. distributed around 
Belgium and the north of France. They are financed by the 
C R. B. of Brussels. 

Their functions are: 

(a) To assist the Belgians and people of the north of France. 

(b) To correct abuses. 

(c) To carry out the guarantees. 

It is well to note here that in organizing the C R. B., the 
C N. and the C. F., the plan was adopted of having practically 
all reports and records relating to quantities received or issued 
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kept by the statistics department, as distinct from the accounts 
department, the latter keeping, in addition to values, such quantity 
records as were closely connected with and necessary to the 
entries on its books. 

New York Office: 

The principal departments dealing with accounts are : 
Purchasing department, 
Transportation department, 
Accounting department. 

A summary of the principal records is as follows: 

Purchasing. Several copies of each confirmation of order are 
issued when purchases are made : to seller, to accounting depart- 
ment, to transportation department; and a copy is retained. The 
copies for the accounting and transportation departments are 
ruled on the back to admit of entries showing the progress of 
deliveries. The sheets are filed by commodities and contract 
numbers. 

The purchasing department keeps a record of contracts, which 
is a complete record from quantity purchased and from whom 
down to the authorization of the payment for actual delivery, in 
order to see that all goods ordered are consigned, unless canceled 
for good reason. 

Transportation. The transportation department designates 
routes on shipments from points of origin to f . o. b. points and 
beyond to destination, seeing to it that all goods delivered to the 
commission are shipped to Europe. It advises London by wire 
regarding each steamer, when ready, as it clears. It makes no 
reports except as to tonnage on hand. 

The principal records kept by this department are : 
Manifest book, by steamers. 
Record book of consignments of donations. 
Contract files, being yellow copies of purchase orders. 
Claim register. 
When the C. R. B. is notified that a consignment of purchased 
or gift goods has been made for shipment direct to steamer, this 
department records the fact on a "primary record of consign- 
ments' 9 a copy of which is sent to the commission's shipping 
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agent, who signs and returns it as receipt for the bill of lading, etc. 
Therewith he also returns a cargo list of actual merchandise 
loaded on steamer, which is used in making up the manifest book 
(by steamers) and the manifest, a memorandum of which is kept 
and filed with the steamer record. 

Memorandum is kept of goods left over after steamer is full 
to ensure proper shipment later and against their loss. 

Records of consignments of purchased goods are kept on back 
of the contract copies of order for this department. 

Records of donated consignments are kept by committees, 
then shippers, car number numbers, etc., in the book for that 
purpose. 

If case goods arrive at the commission's warehouses without 
notice from consignors, the warehouse representatives take them 
into stores, notifying the commission, which attends to the ship- 
ment in due course. 

Other records are kept regarding consignments, their point 
of origin, etc 

Accounting. The usual books of account are kept by the 
accounting department including contract ledger (copies of 
order), voucher record, steamer record and stores record, 
arranged so that proper authority is had for the actual receipt 
of goods for which or their transportation and handling proper 
payments are to be made. 

Summaries of invoices, showing cost of each steamer cargo, 
and weekly cash payments are sent to London. 

Rotterdam Office. 

The principal records of the Rotterdam office are kept by the 
statistics and accounting departments. 

The statistics department deals with cargoes from their sailing 
date at point of departure, through their expected and actual 
arrival at Rotterdam, to shipment into Belgium. 

This requires much detail on account of the many steamers, 
lighters, tugs, commodities and points of receipt for them in 
Belgium and north of France. Record must constantly be kept 
from charter parties and other data to ensure proper payment 
of freights, handling etc., of commodities, to see how much is on 
hand, how much en route, how much actually has arrived, how 
much has been shipped and the available balances. There must 
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be record of points of receipt to note against requirements, the 
amount permitted to enter, the amounts actually shipped and the 
balance still to send. 

Recording of the inspection of cargoes landing, lighters 
loaded, the sealing up of loaded lighters, the storage in elevators 
or warehouses, handling and insurance of cargoes forms a part 
of the work of this department. 

Daily reports are made to the management, by commodities, 
of shipments and general situation with Belgium and north of 
France, and also regarding the lighters and tugs available. 

Brussels and London are kept advised of steamer arrivals, of 
the out-turn, in quantities, from steamers, and of lighters and rail 
shipments from Rotterdam. Brussels and London are advised 
by cost sheets, in quantities and amounts, and by control sheets 
of commodities shipped and on hand. 

The accounting department keeps cash and other records usual 
to any business concern. In addition, some of the most important 
records or reports are noted in the following paragraphs : 

The commission's customs agents report on the clearance of 
incoming cargoes and these reports are checked against other data 
in the hands of the accounting department 

Ship's statements with details and summary of Rotterdam 
charges are made up and sent to London as soon as is advisable 
after landing of cargo— say, two months. 

As to those cargoes which have been completely shipped (or 
nearly so) or disposed of, the statistics department makes up 
completed cargo sheets from copies of cost sheets sent to Brus- 
sels. Copies of the completed cargo sheets are sent to Brussels 
and London. The cost sheets are summarized and totals agreed 
with those of the completed cargo sheets. 

All payments at Rotterdam for freights, unloading, reloading, 
handling, lighterage, towing, office and other expenses are reported 
to London office. 

London Office. 

The central office records are kept principally by the pur- 
chasing and shipping, statistics, commercial exchange and account- 
ing departments. 

The purchasing and shipping department attends to the char- 
tering of almost all vessels, sending copies of American charters 
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to New York and all charters to Rotterdam. Files for each ship's 
voyage are kept, wherein are filed the documents belonging 
thereto. 

This department arranges all marine insurance and insurance 
on stocks in United Kingdom. It also passes freight and other 
charges for payment, and follows up overages, shortages, losses 
and damages on cargoes, claiming on these latter and advising 
the accounting department in due course. 

Purchases in the United Kingdom are made and records kept 
of deliveries against contracts, passing bills for payment by the 
accounting department. 

The accounting department is given a summary statement of 
each shipment from United Kingdom port as soon as possible 
after ship has cleared and invoices are received. 

The statistics department receives information from all C. R. 
B. offices regarding merchandise at all stages — from requirements, 
probable and actual shipments, arrivals and stocks down to ship- 
ments into and receipts by Belgium and northern France. 

These reports are mostly in quantities, using such values as 
are needed by this department in making up reports to the man- 
agement for controlling purposes, for the prompt ascertainment 
of costs of commodities and for the valuation of stocks, and for 
the accumulated sales values of shipments by Rotterdam. 

The commercial exchange department receives money for 
transmission to Belgium and issues sterling letters for Brussels. 

The remitter fills out a request form, giving name of payee 
and address, etc., when seeking to transfer funds to Belgium. 

The commercial exchange department hands him a receipt, 
notifying at the same time the London bank, the accounting de- 
partment and the Comite National at Brussels, sending the latter 
also a slip to be returned when the payment has actually been 
carried out. When the latter has been received in London the 
remitter is notified accordingly. The C. N. keeps on file, in good 
order, at Brussels, the actual receipts for the money so paid out 
there. 

London keeps numerous banking accounts in various cur- 
rencies for convenience in making money transfers or payments 
in other countries. 

The accounting department keeps the customary books of 
account, so arranged that the transactions of the various offices 
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show separately. This department has on file all the accounts 
statements received from the other offices. It keeps track of all 
funds received up to their final disbursement. 

A feature of this department is its steamer files, one or more 
dossiers for each steamer, in which are summarized the cost 
values, etc., for each voyage. The details are first entered else- 
where, in turn again summarized for the month and year, so that 
the costs, sale price and profit and loss are agreed or reconciled 
with purchase, freights and sales accounts and with gross profit 
for the year respectively. 

London keeping its accounts in £ s d had to arrange for con- 
verting Belgian francs into sterling so as to facilitate the account- 
ing. Therefore the rate of fcs. 25.40 has been used between 
Brussels and London in all the charges and credits back and forth, 
except in regard to the sterling letters already mentioned. Dollars 
have been taken at $4.85 to the pound sterling, and florins at 
12.03. When actual remittances of money occur between Rotter- 
dam, London and New York, the current rate prevailing at that 
time is used. 

All the accounts of the C. R. B. at New York, London, Rot- 
terdam and Brussels are subject to audit. 

The Comite National. 
The Comite National is very closely affiliated with the C. R. B. 
It is divided into two departments: 

(a) Provisioning department, 

(b) Benevolent department, 
(a) The Provisioning Department: 

The provisioning department is the merchandising end of the 
Comite National. It receives from the C. R. B., Brussels, copies 
of the bills of lading from Rotterdam as handed to the various 
skippers for the shipments by their lighters. It receives the cost 
sheets for the goods in numerical order from Rotterdam, and 
also copies of the out-turn reports of the steamers. Later on it 
receives the monthly completed cargo sheets in duplicate. 

The cost sheets enable the Comite National to charge the 
goods at once to the provisional committees or to the Comite 
Francais, which in turn charges the district committees in the 
north of France. The cost sheets are entered in steamer books to 
form a ready basis for checking the completed cargo sheets, for 
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these latter have to be certified by Brussels, and a copy is sent to 
London. The actual charges to purchase account on the general 
books for the goods and the credits to London are made from the 
totals of the completed cargo sheets, and those cost sheets not 
yet included therein at the end of any month are considered 
provisionally as being estimated purchases. 

The C R. B. at Brussels sends a bill of lading to the com- 
mittees where the various barges are to unload and the committees 
pass them on to their depots. The Comite National, having also 
a copy, knows that the goods are shipped and sends bills for the 
goods so forwarded, charging provincial committees or Comite 
Francais and crediting sales account. Should, however, the goods 
go instead to stores or to mills, the billing is done only when 
shipment is actually made later on. 

When goods are unloaded at destination, several copies of a 
receipt of shipment are filled out and signed by the C. R. B. 
representatives there or some other responsible person ; copies are 
sent to the C. R. B., Rotterdam and Brussels, to the Comite 
National or Comite Francais and to the provincial or district 
committee. The skipper of the barge also receives a copy. 

The provincial depot makes a daily stock report in quantities 
to the provincial committee of goods received, issued and balance 
on hand. Some of the provincial committees keep track of how 
much goes to each commune. 

The provincial committee makes a white monthly stock report 
to the Comite National, showing in detail, as to quantities, the 
receipts as made up from receipts of shipment and from the bills 
sent by the Comite National. It also sends a gray monthly sum- 
mary in quantities showing total receipts as per the white report 
and the totals issued to each regional depot for the period. 

Each regional depot reports each month to both provincial 
committee and to Comite National on a green summary the quan- 
tities of goods received, issued and the balance on hand at close 
of month. The receipts should agree with the issues as per the 
gray report of the provincial committee. The districts and regions 
of the north of France report in the same way each month to 
the Comite Francais. 

The representatives of the C. R. B. are responsible for seeing 
that the stock reports of the provincial committees and regional 
depots are properly made up and promptly sent in to Brussels. 
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These reports are summarized and sent to the C R. B., London 
and Rotterdam. 

The Comite National and the Comite Francais keep stock 
accounts of the goods in their own stores at various points, and 
also of goods at the provincial and district depots. The latter 
are controlled by means of the reports sent to them as above 
stated, so that they know what is at each point 

The communal committees advise the regional depots of their 
requirements and the latter advise the provincial committee. The 
latter authorizes the provincial depot to ship to the regional 
depots and at the same time authorizes the regional depots to ship 
to the communes. In the north of France it is done in a similar 
manner. 

The provincial committees keep ledger accounts with the 
regional depots, charging supplies and crediting cash. Some 
provinces collect before actual shipment of goods. The regional 
depots ship goods to the communes and keep accounts with them 
in much the same way as has been described. Inspectors from 
the provincial office visit both regional and communal depots. 

In the communes, families are supplied by each commune 
with cards to be used once a week at the depot or store when 
purchasing up to a certain maximum per person in the family, 
entries of dates being made on the cards by the communal depots 
or stores at the time of purchase. The communal depots or 
stores keep records of their sales each day and send to the pro- 
vincial committee each month a summary, in quantities and 
amounts, of their transactions for the period. 

The people in Belgium thus pay the communes ; the communes 
pay the regions; the latter pay the provinces; and the provinces 
pay the Comite National. The Comite National supplies its 
benevolent department with funds; these are paid out as ex- 
plained above, and so the wheel goes around, depending on the 
C. R. B. outside of Belgium to keep on collecting funds and 
buying and shipping goods. 

After the C. R. B. had been operating for a time it was found 
that there were a good many Belgians in England and elsewhere 
who desired to send money to their relatives in Belgium. Arrange- 
ments were made whereby they were allowed to pay in money 
to the London office, directly or indirectly, London advising the 
Comite National, Brussels, by means of sterling letters. Thus 
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some of the money received by the latter, in payment for food 
products sold to the provincial committees, is paid out against 
these sterling letters. This acts, in effect, as money sent to 
London by Brussels and yet no money leaves Belgium. Not only 
has this helped somewhat to lessen the burden of the C R. B. 
in collecting funds, but it has been estimated that 500,000 people 
provided for through these remittances, thus made available, were 
prevented from falling into destitution. 

Milling. 

All of the grain, either before or after going to the provinces 
or districts, has to be milled, and the milling accounts kept have 
been somewhat difficult. 

Wheat quantities have been charged to these accounts at the 
wheat value, or theoretical quantities of flour have been charged 
at a price based on the same wheat value. After that credits of 
flour have been made to the account for flour coming from the 
mill, calculated at a unit price which would include the cost of 
the wheat and the compensation to the mill for its work, making 
a deduction also in case the mill retained and sold the by-products 
for its own account. 

In calculating the theoretical quantities of flour going into the 
account and the unit price for the flour coming out, one had to 
take into consideration if 75%, 82% or 90% flour was to be 
milled. At the end of any period, after crediting inventory of 
stock still at the mill, disposition had to be made of the ultimate 
balance in the account 

Crop Adjustment: 

A difficulty arose in the accounts in regard to the mixture of 
native and foreign wheat. The Bureau des Recoltes handles the 
native wheat, which is lower in price than the foreign. The 
Germans agree to furnish native wheat in given proportion to 
the foreign. The C. R. B. has to report each month to the 
Germans the cost of the foreign wheat, on which is based the 
price used by Rotterdam in billing Brussels. The Germans then 
calculate an average price for the mixture, at which price all the 
wheat must be sold. 

Inasmuch as the wheat grown in one province could not be 
sent to another, it stands to reason that those provinces not rais- 
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ing wheat would not participate in the low price of native wheat, 
unless the price of their foreign wheat was lowered . The actual 
quantities of foreign wheat sold can never exactly agree with the 
theoretical quantity on which the average price was based. An 
adjustment subject to approval by the Germans was devised as 
follows : 

Provinces to be charged and Comite National crop ad- 
justment account credited for the quantities of native wheat 
they receive at the difference between the price of native 
wheat and the average price; whereas 

The Comite National crop adjustment account was to be 
charged and provinces credited for the quantities of foreign 
wheat they received at the difference in price between the 
foreign wheat and the average price. 

On account of the excess, or vice versa, delivery of foreign 
wheat sold there will be a small profit or loss in this account 
each month. 

The Benevolent Department. 

The operations of the benevolent department are divided into 
ordinary and extraordinary, the broad distinction being that those 
of the extraordinary department are for account of the Belgian 
government, while those of the ordinary department include all 
other transactions, mostly of a charitable nature. 

Food, clothing, money and shelter are provided by this depart- 
ment, which gets a credit from the Comite National of many 
million francs per month to pay for them. 

Food is issued by communal committees for which money is 
given the provinces to buy the supplies for the soup kitchens, a 
large part of the food coming from the various provisioning 
department depots. Shelter is provided by these committees, to 
pay for which they also receive money. 

Clothing is supplied by the clothing department, which buys 
new clothing, receives clothing from outside Belgium, and cleans, 
alters and repairs used clothing, necessary money for doing which 
comes out of the benevolent department funds. 

Money is paid out in a variety of ways — to aid the unemployed, 
to relieve the families of soldiers and officers, to assist charitable 
institutions, to finance provinces by providing the equivalent of 
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taxes which had been collected by the government and to which 
(he provinces were entitled, so as to help them in their work, to 
carry on schools (this for a short time only), to lend to banking 
institutions in order that they may pay military requisitions given 
to the populace at the beginning of the war, and pay salaries of 
railroad employees, all of which makes up part of the general 
scheme of helping others to help themselves. Where possible, the 
money or a large part of it, eventually goes toward the purchase 
of food and much of it comes back through the communal, 
regional and provincial committees to the Comite National, pro- 
visioning department, and is again handed over to the benevolent 
department, and so on. 

Any profits made by the C R. B. and Comite National, etc., 
are to be used for benevolent purposes. 

Every month statements of expenditures and a balance-sheet 
are made up for the benevolent department and are subject to 
audit. 

The Provincial Committees — Belgium. 

There are ten provincial committees in operation in Belgium. 
Each of these has separate headquarters, storehouses, staffs and 
sets of books. Each provincial committee (except Brabant) is 
supported by a co-operative society, the participants in which are 
individuals and sometimes communes. It is understood that any 
profits are to used for benevolent purposes, except a reasonable 
rate of interest on the money furnished, said to be about 5%. 

These committees have raised outside loans to assist in their 
financing. They have current accounts with the Comite National, 
the balances of which are confirmed each month. 

Prices to them are fixed by periodic agreement and should be 
approximately uniform, the excess freights of some provinces 
over others being rebated to them. The provinces charge to the 
communes at a small advance, and the latter are supposed to resell 
to the population without profit. 

The resources of communal committees have been received 
from: 

Local charity, 

Cash subsidies from communal authorities, 
Cash subsidies from regional or provincial committees, 
and from the C. R. B. representing gifts from abroad. 
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Some of the provincial committees have set aside considerable 
sums out of profits for benevolent purposes, as shown in their 
accounts. 

The Comite Francais. 

The Comite Francais is a separate organization formed in 
order to group or centralize the north of France transactions as 
a whole. 

The plan of its organization has been mentioned already. It 
has separate storehouses, a separate office staff, and a separate set 
of books, etc., and is charged by the Comite National for all stuffs 
sent to it or to its districts in the north of France. The Comite 
Francais itself invoices to the districts. 

It receives stock reports in quantities from the districts and 
regions and controls them in practically the same way as the 
Comite National controls its committees. 

Up to September 1, 1915, the Comite National had been 
charging goods to the Comite Francais at a slight profit, the same 
as to the provincial committees, but it was decided that all such 
profits should be rebated to the Comite Francais and this was 
done, the Comite Francais in turn distributing the bulk of the 
rebate to the district committees since. 

The Comite Francais draws off a trial balance from its books 
each month, from which periodically a balance-sheet and profit 
and loss account are made up and subjected to audit 

The District Committees — North of France. 

The ten district committees or sub-committees are organized 
in much the same way as the provincial committees, except that 
actual financing cannot be done, and therefore there has been a 
more or less wholesale scheme of obligations all around, promis- 
ing to pay shortly after the close of the war. 

Owing to the state of affairs, naturally, there is great restric- 
tion in regard to moving about the country on the part of indi- 
viduals, which makes business transactions much more difficult 
than in Belgium. 

The district committees have separate accounts, the current 
account balance with the Comite Francais being confirmed at the 
end of each month. 
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The Section Agricole du Comito National. 

The Section Agricole is a consulting and administrative body 
to the various agricultural sections of the provincial committees, 
which aid farmers, obtaining the funds therefor from the benevo- 
lent department of the Comite National. 

The Bureau Produits Divers. 

The Bureau Produits Divers was organized to take up the 
work of importing goods outside the regular staple lines of the 
C. R. B. and Comite National. It was allowed to import up to 
f rs. 1,250,000 worth per month. 

It was financed by the Comite National. The provincial com- 
mittees sent covering cheques with their orders for goods. It 
had a small separate working staff and a separate set of books, 
reporting to the Comite National. It is now discontinued. 

The Ship Owning Department. 
The ship owning department, sanctioned by the C. R. B., was 
started for the purpose of owning and operating barges and tugs 
in the interest of the C. R. B. It is under the control of the 
Antwerp committee but financed by the Comite National. It will 
have assets and liabilities on its books and an operating account, 
the income being derived from a moderate rate to be charged to 
the Comite National for lightering and towage, the expenses inci- 
dental thereto being charged against the income. All profits or 
losses are to be for the account of the Comite National. 

General. 

In the final accounting the leading committees will have to 
render statements which will clearly show what funds have to 
be accounted for and what disposition has been made of them. 

The C. R. B. should show the money and money values re- 
ceived, plus profit made, against which should be shown mer- 
chandise, etc., supplied to the Comite National, less any benevolent 
expenditure made for account of the C. R. B., together with any 
assets still on hand, such as stock, cash, debtors, etc, less creditors 
if any. 

The Comite National should show the amount of merchandise 
and cash' received from the C. R. B., plus profit made, against 
which should be benevolent expenditure, merchandise and cash 
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supplied to the Comite Francais and also any assets such as 
stock, cash, sacks, provincial committees and other debtors, less 
creditors, etc 

The Comite Francais should show merchandise and cash re- 
ceived from the Comite National for account of the C R. B., 
plus clothing values or rebates received and profits made. 
Against this should be shown the amounts owing by district com- 
mittees or others, amounts donated to various committees, plus 
cash or evidences of indebtedness, stocks and sundry debtors, less 
creditors. 
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By Maurice E. Peloubet 

It will, I think, be recognized everywhere that the legislation 
adopted in England shortly after the outbreak of the great war, 
and retrospective to the beginning of hostilities, for the purpose 
of limiting abnormal profits, due to the war, was a departure in 
financial legislation which, while urgently necessary, was at the 
same time bold, new and opposed to some of the most strongly 
marked tendencies in British commercial and financial, to say 
nothing of economic and social, life. 

For a nation so extremely individualistic as the British, much 
more so I think than is the case with the United States, to submit 
to a form of taxation which involved rigorous control of prac- 
tically every business and the taking over by the state of from 
50% to 80% of a large proportion of what the proprietors of 
those businesses thought was mostly the result of their own efforts 
calls for respect for the taxpayers' patriotism and far-sightedness 
in submitting quietly and with considerable good nature to the 
impost. No less does the adoption of such a measure by a gov- 
ernment nominally devoted to free trade and the "laissez faire" 
principle, although with true British love of practicality and 
compromise it had fathered some projects which could hardly be 
distinguished from advanced state socialism, demand our ad- 
miration as a piece of courageous and constructive statesmanship. 

It would be surprising, however, if such a measure turned 
out to be perfect, or anything approaching it The excess profits 
duty has always been a workable and productive source of revenue. 
It has undoubtedly had a calming effect on labor. It has now 
been in operation so long that changes in fundamental principle 
are practically impossible. The only use therefore in pointing 
out the weaknesses of the British system of excess profits duty, 
which I believe is much superior, in practice, to the French or 
other European systems, is to make use of British financial and 
economic mistakes and experience, as we have of British mistakes 
and experience in other lines of war effort. 
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The main features of the British excess profits duty are: 

(1) The figure for normal or "standard" profits is, in most 
cases, based on an average of any two of the last three 
pre-war years. 

(2) The taxpayer was allowed to retain at first 50%, then 
40% and now, from January 1, 1917, onwards, 20% 
of his profits above the normal in addition to, 

(3) A percentage on net increase of capital, at first 6% and 
from January 1, 1917, 9%, increased in special cases, such 
as those of rubber companies whose plantations have 
come into bearing after the outbreak of war or of new 
business begun after the opening of hostilities, to as much 
as double the statutory rate. 

and, finally, 

(4) In many cases very large so-called "depreciation allow- 
ances" have been made. 

In all the following discussion it must be constantly held in 
mind that in a country at war, in the modern sense, the govern- 
ment is both producer and consumer and buyer and seller, besides 
being the universal employer. 

The management and directors of a business are merely a 
higher grade of state servants and their remuneration should not 
be regarded as the "profits of the entrepreneur," "wages of 
capital" nor in any way other than as the payment by the state for 
services rendered to the state with state property. For con- 
venience, much of the old forms and terminology is of course 
still retained, but everyone in England realizes that his life, time 
and money are at the disposal of the state at any time. 

The great objects, then, in any law similar to the British excess 
profits duty, are to ensure a fair and equitable reward for formerly 
independent business men, managers or directors; to make 
sure that any increase of this reward is based on real service 
rendered, i.e., increased production or efficiency, and not by taking 
advantage of conditions or opportunities in the creation of which 
they had no part; and to make certain that increases of prices 
are solely due to real causes, difficulty of transport, scarcity of 
raw materials or actual increased living cost, rather than to any 
financial causes or to manipulation of markets. 

The British excess profits duty, to a large extent, does all 
these things but falls short of complete success, chiefly on account 
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of the method used in calculating "standard" profits; because it 
allows a portion of the excess profits to be retained and because 
in general the provisions of the law relate, almost solely, to the 
financial side of business rather than to the productive or oper- 
ating side. 

The fixing of standards for two companies in the same line of 
business, say $100,000 each, might work out as follows : 
Three pre-war years : 
Years selected by taxpayer : 





Co. "A" 




Co. "B" 


Year 1911 


$10,000 




$7,000 


1912 


9,000 




8,000 


1913 


8,000 




9,000 


Year 1911 


$10,000 


Year 1912 


$8,000 


1912 


9,000 


1913 


9,000 




$19,000 


$17,000 


Standard profit 


$9,500 




$8,500 



Co. "A" clearly is declining and, presumably, is becoming less 
efficient in operation while Co. "B" plainly is advancing. 

. Co. "A," however, for four or more years gets the benefit of 
a good year in 1911 while Co. "B" for the same period is penal- 
ized for mistakes committed in 1911 and 1912 and righted in 
1913, besides getting nothing for what may be taken as a normal 
rate of expansion or improvement. 

If, as is usually the case, both companies are on government 
work, there can be no question of normal expansion, ordinary 
work being stopped. Whatever expansion takes place is to take 
care of government orders. The pre-war profits of the individual 
companies are no criterion of what their profit on government 
work should be. Present production and efficiency rather than 
past good luck or good management are what should rule in fixing 
the reward for work performed under war conditions. 

Yet some standard must be adopted and can only be arrived 
at from past results. It should, however, be so broadly based as 
to form an index of the normal profit earning capacity of the 
capital employed, not in an individual business or undertaking, 
but in a trade or industry taken as a whole. 
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The method of computing the amount of capital employed by 
a company under the British excess profits duty law is sound 
theoretically both from an economic and accounting point of view, 
and the information can readily be extracted from any ordinary 
set of financial books. The capital employed is taken to consist of : 

1. Share capital; 

2. The difference between accounts payable and receivable 

added or deducted as the case may be; 

4. Reserves; 

5. Profits retained in the business. 

Assets not used in the business are eliminated and if a com- 
pany were carrying forward a deficit it would be treated in the 
opposite way to profits retained in the undertaking. 

With this information as to capital and the figures for income 
all on a uniform basis, as shown by income tax returns, the tax- 
ing authorities are in a position to determine what percentage 
should constitute a fair return on capital employed in a particular 
industry. 

The present method of making adjustments of the rate of 
return on capital for special industries is really an application 
of this principle and proves it to be practicable. 

It is, of course, true that there is a board of referees provided 
for by the finance act to hear appeals for increases in the statutory 
percentage or in the case of certain inequitable assessments. This 
board, however, deals with one variety of claims only — namely, 
where the standard or percentage is too low. Of the assessments 
where the present system is unduly favorable it is safe to say none 
has ever been appealed against. The beneficiaries certainly would 
not appeal. The taxation officers can only enforce the law as it 
stands, and competitors have no means of getting the information 
on which to found a protest or appeal. 

It is these cases, however, which are the sources of the extrava- 
gance and inflation due to the excess profits duty law. 

If the standard as suggested above were applied and any 
increase in the profit allowed made contingent on and proportional 
to an increase in production or turnover, in goods not money, a 
reward for efficiency and energy would be provided which would 
ensure that these were devoted productively rather than to market 
manipulation or to securing a high selling price for the finished 
products. 
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No fraction, however small, of the excess profits, i. e., profits 
above the standard for the trade or business modified by the pro- 
duction of the individual company under review, should be 
retained by the taxpayer. If any part of such excess is retained 
the taxpayer will simply raise prices sufficiently to cover the tax 
and the increase desired as well. If no part of the excess is 
retained and the increase allowed is fair and liberal there will be 
no advantage to the taxpayer in inflated prices, while a financial 
reward will be given for increased production. 

Under the present system there is a strong and direct incentive 
to raise prices and the smaller the percentage retained the higher 
will prices go. 

The fact that the government, being the purchaser, pays with 
one hand and, being the taxing authority, receives with the other 
seems to cancel the two amounts. If this were the case the trans- 
action would be merely ridiculous — but it js far worse than that, 
for between payment of the price of the goods and collection of 
the tax a long period elapses during which the amount of money 
in the country is greatly increased and a large sum is placed in 
the hands of firms out of which payments are made with great 
liberality for "repairs," "renewals/' "improvements," "renova- 
tions," etc. 

At the same time a feeling of great generosity toward em- 
ployees, especially managers, departmental heads and executives 
generally, seems to come over the company. Directors' fees are 
raised, bonuses and commissions are put on a higher level and 
everything is easy and liberal. It is not quite such a strain to be 
liberal where the government pays from a half to four-fifths, and 
it is a matter of very great difficulty for the taxing authorities to 
decide which of these various extraordinary payments are legiti- 
mate and which not. As a rule, all but the most flagrant instances 
are passed by the revenue authorities as expenses, deductible 
from the taxable profits. 

What a firm cannot use in this way, it can leave in the business 
and get 9% on or deposit on account of payments to be made and 
get 5% until the tax is assessed. It can also buy war loan, say it 
is money held in reserve and get the interest on the loan, count its 
holding as increased capital and deduct interest received on loan 
from interest at 9% on the amount and deduct the difference 
from its taxable profits. 
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It can thus be seen the government pays interest on its own 
money until it collects it. 

This system not only raises prices in particular industries but 
raises them generally by causing inflation of the currency. 
Although the American securities scheme, whereby substantially 
all the main American securities held in Great Britain have been 
bought by the government and sold in the United States, has kept 
the exchange rate on New York almost to the gold point, consid- 
ering the increased cost of transportation and insurance, there is 
undoubtedly very considerable inflation of the currency in Eng- 
land — surely as much and perhaps a little more than that indi- 
cated by the various exchange rates. 

The government also tacitly permits, occasionally unwittingly, 
the cost of whole plants to be taken out of what would be taxable 
profit in two or three years, especially in the case of aircraft or 
munition factories. It thus puts itself in the position of paying 
for these plants and not owning them, which is certainly a liberal 
method of providing for increased facilities if nothing else. 

It is to be hoped that the United States government will not 
stumble into any of the pitfalls into which the early f ramers and 
administrators of the British excess profits duty law fell. They 
can, I think, all be traced to the fixing of a standard based on past 
results of individual companies, allowing any portion of the excess 
profits to be retained, increase of profits following increase of 
price, rather than increase of production or efficiency, and what 
amounts to payment for plants which did not then become gov- 
ernment property. 

It is easy, and so far as England is concerned useless, to criti- 
cize past mistakes in regard to the excess profits duty law. That 
law has worked better than anyone thought it would and was a 
measure of courageous and far-sighted statesmanship. I believe, 
however, that some of these facts pointed out may help in forming 
a public opinion which will tend to prevent the United States gov- 
ernment, in attempting to copy the good points of the British 
excess profits duty law, from adopting the less advantageous ones. 
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Reconstruction Problems* 

By F. W. Gehle. 

Mankind faces the future with no greater desire in its heart 
than to secure a glimpse of what is to be the aftermath of the war. 
There never was a more vital hour than that in which we are 
living. Having for more than four years struggled through the 
greatest war of all the ages, we have crossed the threshold of 
peace. Where lately we were thinking in terms of cannon, bay- 
onets, war supplies and front line trenches, we have come sud- 
denly to think in terms of reconstruction. 

Our minds will not grasp the completeness of the change that 
has come about until the millions of men who are enlisted in 
France have returned from the battlefields to their homes and 
firesides. It will not be until then that we shall grasp the full 
magnitude of the task of making the world completely over. 

In magnitude and importance nothing ever approached the 
problems that have risen to confront us. Some of these problems 
are wholly new. Others are old, in new aspects.- They resolve 
themselves into five classes : moral, social, international, economic 
and financial. 

Morally, socially and politically, the problems that face the 
world are so formidable and so involved in their nature, that we 
have no present way of judging how the future will solve them. 
This war was the crisis of a thousand years of history, and the 
degree in which it will bring about the consummation of society's 
ideals is so vaguely defined that statesmen to-day do not even 
hazard a guess regarding what is before us. Society has been 
and is being made over, in every sense, and on the completeness 
with which the allied statesmen who are now gathering in France 
build their foundation of peace on right doctrine, on justice and 
wisdom, will depend in a large measure the completeness with 
which society attains its ideals. 

Human ideals are based, in the very nature of things, on 
certain fundamental principles. Hence, out of this war must 
come a vindication of these principles. That is why at the very 

*AnadAren before the New York State Society of Certified Public Accountant* 

h*r 9^ 1918. 
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beginning of peace, problems will have to be settled involving 
reparation and punishment for the wrongs of this war and estab- 
lishing guarantees for the world's safety in the future. Problems 
will have to be solved of alliances and pledges, of ties and enmities 
of recent birth, of friendships of long standing and hatred stretch- 
ing back to antiquity. Problems will have to be settled — unless 
a way is to be left open for another world war speedily to follow 
this one-H>f governments, territories, boundaries, creeds and 
races. 

Embracing, as it did, so vast a portion of the earth's surface, 
and having entailed such an unparalleled sacrifice of blood and 
treasure, the war must inevitably bring about government and 
territorial readjustments of far-reaching importance. That is 
plain to everyone. Readjustments of boundaries are certain to 
be made through the whole eastern hemisphere, just as readjust- 
ments of thrones and rulers have already been made. Affecting 
particularly Germany, Austria-Hungary, Russia, the Balkan states 
and Turkey, and taking in parts of Asia and Africa, these read- 
justments will be powerful factors in determining the condition 
of internal politics in all nations and of international policies in all 
the world. 

These comprise one group of factors. There are other factors 
as well. Within a very short time, now, we shall have to take 
account of the lowered standards of existence that have come 
from having tens of millions of men revert to the primitive, both 
in defending and taking life. We shall have to take account of 
the check that has been given to education, law, literature, art, 
religion and all those measures of civilization that contributed to 
carry mankind forward, prior to 1914, in every sphere of 
endeavor. 

The Economic Problems. 

The moral, social and political sequel of the war offers one 
formidable group of problems to absorb our minds and efforts 
from to-day forward. There are to be considered the economic 
problems and the financial problems as well. The world will have 
to consider these very seriously. The war's economic problems 
will have to do with such things as reconstruction and rehabilita- 
tion, with supplies of goods necessary for life, with commerce 
and industry, with international trade, with labor, with prices, 
with government control and labor restrictions and with the rights 
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of property and individuals. The financial sequel will embrace 
those problems which govern capital and credit, state debts and 
currency inflations, taxes, deranged gold standards, the foreign 
exchanges and the national and international banking relations. 

As with statesmen in their attitude toward the future of 
political and social problems, so with bankers in their attitude 
toward these other problems — the answers are too vaguely defined 
to permit any confident prediction, or more than expressions of 
hope and purpose. All the problems confronting the world are so 
immense that one's mind staggers at the contemplation of them 
alL Because of their magnitude, and because of the frightful 
wastage entailed by the war, they will not be solved in a week, 
or a month, or even a year. 

Justice cannot be established with the speed with which it was 
overthrown. Terrible wrongs cannot be atoned at once. Terri- 
torial readjustments cannot be determined out of hand. Gov- 
ernments and dynasties cannot be destroyed and replaced in a 
single operation. The vast and intricate war machine that has 
been built up cannot be taken apart immediately. Armies of tens 
of millions of men cannot be demobilized and returned to pro- 
ductive industry by a simple executive order. Ruined cities cannot 
be rebuilt without effort. Economic progress cannot be restored 
as quickly as it was arrested. Financial expedients cannot be 
abandoned as readily as they were called into being. 

In view of the future trials and tests which the summaries that 
I have given indicate for the world, it will be judged that the 
process of getting back to normal is destined to involve supreme 
difficulties for the nations. Let us for a moment confine our 
thought to what confronts the United States. That our difficulties 
will be colossal will be accepted, I believe, without dispute. They 
will not be so colossal as the difficulties of the nations of Europe. 
Nor will they be of the same character. The United States was 
the last of the great powers to draw the sword and is the least 
weakened of the nations. But, paradoxical as it may sound, it is 
by very reason of our favorable position that some of our greatest 
problems will arise. All nations of the earth look hither to-day 
for their help and strength, and in satisfying their requirements 
we shall have imposed upon us not only great opportunities but 
vast responsibilities as well. 
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The task of releasing the nation from its war tension and 
returning it to a basis where it will meet the requirements of 
ordinary affairs is one that will not be simple, nor easily within 
our power. It is in industry that the change from war conditions 
up to this time has been most visible and pronounced throughout 
the United States ; hence the most pressing problems we face at 
the moment, are industrial in their nature. Up to a few weeks 
ago all our thoughts and efforts, together with our tremendous 
forces of production, were devoted to the output of goods needful 
for the prosecution of the war. Those goods were so urgently 
in demand that our factories and labor were turning them out at 
a rate of forty to fifty million dollars a day. To-day those goods 
are no longer in demand, except in such quantities as may serve 
the United States army and navy on a peace basis. 

We all want to look forward in the months immediately before 
us to a period of good times, with business in a vigorous, uplook- 
ing state. But can such a period be immediately ahead, while 
plants are being readjusted from a war-time to a peace-time basis, 
and while the world is still bewildered with the rapidity with 
which epochal events are occurring? The world's disorders of 
more than four years have drawn us far out of the beaten track 
of our lives, and it would seem that we could not, without a 
wrench, return to normal life as it was lived before the outbreak 
of the war. 

An automobile speeding over a road at 60 miles an hour cannot 
make a right angle turn without slowing down, and industry in 
the United States can hardly be expected to make the turn into 
peace pursuits without very definite adjustments. 

Roughly there are 8,000,000 war workers of one kind or 
another in the United States. There are more than 3,000,000 men 
in the army and navy. The mustering out of both the industrial 
war army and the military forces will be a gigantic task, and 
although those just now released are readily finding employment, 
none of us can be so sanguine as to expect that all the millions 
of men and women will be absorbed into peace-time industry 
promptly and at present wages and hours of employment. 

However, it is not my purpose to say things here that will 
suggest that bankers generally are depressed and disquieted re- 
garding the outlook. In all those seasons of depression and doubt 
which alternate with periods of optimism and confident assurance 
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regarding the future, the fallibility of man's reasoning is made 
painfully apparent. On all big questions it has always been thus, 
and until experience has perfected human intelligence in all things, 
on big questions and little it will always be thus. In the present 
situation men's opinions differ widely and seasons of depression 
will lead to one kind of reasoning while seasons of enthusiasm 
will lead to quite another. 

This present season ought not to be for any of us a season of 
depression. Concerning the outlook as it is to be scanned to-day, 
I will admit that one prospect appears to contradict another. 
That simply shows the complexity of the circumstances coming 
out of the war. I have said that all nations of the earth look 
hither to-day for their help and strength. And yet we must admit 
that the immediate future holds out to the United States two 
possibilities. On one hand, we must frankly admit that there is 
the possibility of an industrial setback. On the other hand we 
must recognize that there is the possibility of an industrial boom 
greater than has been seen at any time before. 

One can argue plausibly for one prospect and logically for 
the other. Let us try it briefly. For instance, let us take the 
disquieting possibility first. The grounds for looking forward to 
an industrial setback may be briefly presented as follows : 

1 — Peace has deprived munition plants of a market which has 
been taking millions of dollars' worth of material daily. The war 
demand for shells, cartridges and guns will hereafter be as nothing 
by comparison with the recent demand. 

2 — The European nations, to re-establish themselves in the 
markets of the world, will henceforward use every means at their 
disposal to win back what they have lost since the middle of 1914. 
There will be a peremptory demand for the immediate employ- 
ment of thirty million men released from fighting. The desire to 
plunge again into work to restore some of the appalling losses 
inflicted by the war disaster will be overwhelming. 

3 — Necessity for regaining lost commerce will lead to an effort 
to undersell American manufacturers, not only abroad, but here 
in our own home market. . The assumption that the people of 
Europe will be so poverty-stricken that they will sell for any- 
thing conjures the picture of a whole continent making a united 
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effort to flood the markets of the outside world with merchandise, 
sold at prices against which American manufacturers cannot 
compete. 

4 — Poverty and tax burdens will be such that a tide of emi- 
gration will set in strongly to the United States, to disorganize 
conditions here. Many of the lower classes of central and south- 
eastern Europe would come now were there means of leaving the 
war-ridden countries. Means will be restored after peace is 
signed. Then we may expect a horde of people who for a long 
time cannot be assimilated and will consequently cause grave dis- 
turbance and dislocation of industry. • 
****** 

That is one side of the argument, the disturbing side, which 
you will note, sounds a dirge for American prosperity. Here is 
the other side: that which looks to the future with hope and 
confidence : 

1 — There is about to dawn in Europe an era of reconstruction 
and redevelopment on a scale never before witnessed in the 
history of the world. France, Belgium, Italy, Russia, Rumania, 
Serbia, Austria and Poland all have been invaded. All will need 
material to make good the ravages of war. In the part of France 
that was under German occupancy complete rehabilitation will 
be required. Belgium will have to be built all over again, indus- 
trially. Restoration of cities, factories, dwellings, bridges and 
warehouses elsewhere will require material beyond any present 
estimate. In every part of Europe the first duty will be to the 
restoration of the heart of industry and the arteries of commerce. 

2 — The United States is the only great industrial nation 
equipped with working forces, plant facilities and capital sufficient 
to turn out immediately what Europe will want at once. Orders 
must be placed with us for enormous quantities of raw material, 
for steel and iron and other metals, for lumber, grain, cotton, 
provisions and a thousand things with which to restore a conti- 
nent to a semblance of its former self. 

3 — With able-bodied men pitifully reduced by loss of life and 
limb, Great Britain and the continental countries will not be able 
to command cheap labor and turn out cheap goods for export at 
a profit. Dependence upon the labor that remains will mean higher 
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wages. Higher wages will at once cut off the advantage that was 
in other years a determining factor in establishing Europe in the 
world's export market. 

4— Higher wages abroad will overcome the tendency of emi- 
gration to the United States. 

****** 

Any man can measure one group of arguments against the 
other and come to one or another conclusion — whichever he 
desires. An industrial collapse or an industrial boom greater 
than any seen before — one extreme or the other may be selected 
as America's destiny. 

My personal belief is that the answer will be determined by 
the urgency of Europe's need for our goods, plus the ability of the 
United States to extend credit to enable Europe to satisfy that 
need. 

Temporarily we shall have a period of uncertainty, with wage 
readjustments and with, perhaps, a certain amount of unemploy- 
ment. But that will be only temporarily. The whole world will 
presently be knocking at our door for material with which to 
reconstruct destroyed cities, railroads and factories. In satisfy- 
ing the demands to be made we shall have the greatest oppor- 
tunity ever placed before any industrial nation in the history of 
the world. The part to be played by the United States in the 
reconstruction period will be a dominating one. 

Our new financial position, which will have much to do with 
bringing all this about, is already established. Since the outbreak 
of the war in 1914, the United States has shipped abroad 22 
billion dollars' worth of food and manufactured materials and 
has imported only one-half as much. We have taken payment for 
nine-tenths of the balance in securities and notes. Is this not 
significant of what we are going to do in the future? England 
at the pinnacle of its financial fame never extended credit as we 
have done. 

There are those who say that the United States, with de- 
velopment of its own resources making large demands upon 
capital, cannot for years to come be economically fitted to supply 
the world with capital. To them one need only point to the 
figures I have quoted, and to the credits the United States has 
placed in the hands of the Allies, since the war began. A little 
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more than four years ago we were a debtor nation, heavily 
obligated to foreign lenders. Now we are a strong creditor nation. 
Something like three billion dollars' worth of American securities, 
previously owned abroad, was returned to this country before 
our entrance into the war, and in addition V/\ billions of gold 
were sent in payment for our products, while 2% billions of 
foreign government loans were secured here. Since our entrance 
into the war upward of 8J4 billions have seen borrowed here on 
foreign credits, directly from the government, and additional 
credits are being regularly extended by the United States treasury. 

We have gained a financial independence never before ex- 
perienced. We have canceled our European debt while Europe 
has piled up her debt with us. Equipped with an elastic currency 
system, the part to be played by the United States in the recon- 
struction period will, it is my firm conviction, be a dominating 
one. The extraordinary showing of power in face of the political 
and economic convulsion of the past four years has given the 
United States a new financial prestige, and our strategic position, 
economically and commercially, will be stronger with each month 
that elapses after the close of the war. Our leading men of affairs 
are thoroughly alive to what is before them. It is for the rest of 
us to do some right thinking and right planning. 

The war, I believe, has been the making of the American 
nation. Events and developments since it began have been tre- 
mendous, and there is promise of much more. A little while 
ago we reckoned our accounts in hundreds of thousands and in 
millions. Now we are reckoning in units of billions. We have 
ceased to think within the limits of sections or even of our own 
continent : we have come to regard the world as the scope for our 
sympathies and the field for our enterprise, while all humanity 
has become the rightful object for our planning. 

America is to-day the world's unconquered hope. The war 
opened to our vision a new glory and greatness and power. It 
saved us from losing our head in the whirlpool into which we 
were tossed ; it brought us up with a sharp turn and we shall now 
maintain the efficiency of which we are capable. 

We frequently heard it said, before April, 1917, that we were 
inviting the wrath and hatred of the people of Europe by our 
cold-hearted indifference to the suffering of the war-stricken 
countries. If there was danger of that, that danger was removed 
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when we took our rightful place in the war. We have now shown 
the world the scope of our wonderful resources and the intensity 
of our application to the project of a war for humanity. We will 
henceforward show how capable we are as a nation to apply 
those same resources to the project of upbuilding the structures of 
humanity. 

Let us admit that there will be a selfish motive in all that we 
do. We need not be ashamed to do that. We shall prosper as 
nations abroad, that are our customers, prosper. But remember 
this: we ourselves cannot prosper if it is our ambition and pur- 
pose to take every possible advantage of other nations, not so 
well off as ourselves, in a ruthless manner. Nations over-sea 
will not be beggars of the United States in any sense of the 
word. They will be customers. And the degree in which the 
United States shall become a nation of world tradesmen and world 
bankers will be determined by the manner in which we grasp 
the opportunity of treating others not as beggars but as respect- 
able customers and purchasers of our goods. 

The manufacturer, the merchant, the export commission 
broker, the banker, the transportation man, the producer from 
the soil, the miner — aye, the accountant as well — all these must 
alike look forward to deriving a benefit upon the conclusion of 
peace — not only a personal benefit, nor even a national benefit, 
but an international and world benefit. 

Foreign purchases in the United States of the future, more 
than ever of the past, will be paid for with credit. Shipment of 
gold hither in exchange for goods will be made only in so far 
as we command that shipment by the refusal of credit, and will 
be limited in any case. Means of immediate payment for all that 
Europe requires will be lacking, and, if there is no substitute for 
that means, we know that purchases will have to be curtailed. 
If Europe, which is and must for many years to come be our 
chief customer, curtails its purchases, our trade will languish, 
men who are employed will lose their work and prosperity will 
give way to hard times. Just as we cannot forever count upon 
a prosperity that springs from the calamity of other people, so 
we cannot count upon taking advantage of that calamity. If we 
are to have growing commercial relations with the rest of the 
world, we must cast aside insular habits and prejudices, and 
provide the rest of the world with the means of paying for 
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products bought from us. We must accept promises to pay, 
and grant easy terms. We must accept as collateral the character, 
integrity, industry and skill of the people with whom we trade. 

In that way only, by earnest, willing co-operation, shall we 
grasp firmly the great opportunity that is before us. 
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Outline of a Cost Accounting System for a 
Wooden Ship Yard 

By Frederick W. Davis 

Employ your time in improving yourself by other men's documents; so 
shall you come easily by what other men have labored hard for. — Socrates. 

The writer has had twenty-five years' experience as an account- 
ant and during the past year and a half has done a great deal of 
war work cost accounting in several large plants in various parts 
of the country. His work has taken him into two ship yards: 
one at Camden, N. J., where steel ships are being produced, the 
other on the Jersey meadows where ten wooden hulls of a uni- 
form type were constructed. This type is known as the "Ferris 
hull," of an estimated dead weight of 3,500 tons, 281 feet, 6 
inches in length and 46 feet beam over planking. 

The cost accounting system hereinafter outlined while primar- 
ily intended for use in wood ship yards can also be used, with 
modifications, in steel ship yards. 

As the ship-building industry bids fair to be one of the most 
important throughout the world for the next decade the writer 
feels that an article on the subject at this time may be useful to 
many cost accountants, particularly in this country. The system 
outlined in the following pages is in accordance with the views 
of the Emergency Fleet and United States government account- 
ants, as the writer interprets them, and he does not claim to be its 
originator. He regrets that lack of space in this magazine pre- 
vents the publishing of all the forms which should accompa^ 
the article. 

The question as to which is the more efficient of the two types, 
the steel or the wooden hull, is an interesting one and has precip- 
itated more than one row in Washington. The general impres- 
sion gained by the writer is that there is need for both types in 
this country, the wooden hulls of 3,500 tons burden or there- 
about being especially adapted for coastwise trade and our com- 
merce with South America and Canada. Tug-boats and barges 
can be constructed more economically from wood than from steel 
and seem to stand up better for the work for which they are 
intended. It has been found by experience that it is impractic- 
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able to build wooden hulls, equipped with propellers, of more than 
4,000 or 5,000 tons burden, for the purpose of crossing the ocean, 
as the hulls cannot stand the pounding of the screws as well as 
the steel ships. It costs about as much to operate a 3,500 ton 
vessel as it does to operate one of 5,000 tons or more carrying 
capacity. The speed of the steel sh'p is much greater than that 
of the wooden one and time is frequently the essence of con- 
tracts. 

Old and experienced shipbuilders have told the writer that a 
well constructed wooden hull is apt to last for 50 years of service, 
barring accident, while it is doubtful if steel hulls will last that 
length of time. The cost of raw material is greater in steel ships 
than in wooden. In these days of high freight rates the writer 
believes it to be impracticable to maintain wooden ship yards at 
any great distance from the source of supplies. There are four 
districts in this country which are eminently suitable for wooden 
ship building, viz. the states of Maine, Georgia and Washington 
and the great lakes district. 

This great question is beyond the province of the accountant 
and must be settled by the authorities of the United States ship* 
ping board, their engineers and superintendents. 

Too much stress cannot be laid upon the value of a technical 
knowledge of any business upon which the cost accountant may 
be engaged. The average public accountant knows very little 
about cost work in a ship yard unless he has been engaged in such 
work. If he desires to obtain a practical knowledge regarding 
wooden shipbuilding he is recommended to secure the following 

aed works : 

How Wooden Ships are Made b y H. Coles Estep, former 
^editor of the Marine Review, published by the Penton Publishing 
>Co. of Cleveland, Ohio. 

<» A Practica l C ourse in Wooden Boat and Shipbuilding by 
Richard Van Gaasbeek, published by F. J. Drake, of Chicago. 
The latter contains many photographs of the yard in which the 
*lfiter is at present employed. 

The only work on shipbuilding accounting that the writer has 
been able to discover thus far is a small volume entitled: 
ameers' and Shipbuilders' Accounts by Francis G. Burton, being 
volume XIV of The Accountants Library, an English work pub- 
lished by Gee & Co. of London, 1911. This may be re- 
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garded by many as being somewhat out of date at this time, but 

will well repay a careful study. As the book is difficult to obtain 

on this side of the water the writer takes the liberty of making 

an extract which will give the reader some idea of the style in 

which the book is written : 

Professor Dicksee, in his Bookkeeping for Accountant Students, says 
two objects have to be arrived at: 

(1) That the record be so explicit that, at any subsequent time, the 
exact nature of the transaction may be readily perceived without the ajd 
of memory. 

(2) That the transactions should be so classified that at any time the 
total result of such transactions during any given period may be readily 
ascertained. 

The business of a shipbuilder or engineer presents peculiar difficulties 
in this respect. Within the same yard there are numerous different trades 
— shipwrights, millwrights, blacksmiths, moulders, machinists, platers and 
rivetters, fitters, joiners, pattern maker's, painters, &c. The cost and value 
of the work of each of these trades must, in some way or other, be ascer- 
tained, whilst at the same time a record must be kept of the cost of each 
contract, and sometimes of sectional portions of contracts. It will readily 
be perceived mat such conditions demand modification of the nominal ac- 
counts in the financial books and the provision of special statistical or 
memorandum books. In well regulated engineering firms elaborate cost 
accounts are kept; in nearly all some attempt is made to ascertain the 
prime cost of work executed ; but, alike in the more elaborate and the less 
pretentious cost bookkeeping, misleading errors frequently arise through an 
imperfect system and an improper allocation of establishment charges 
being pursued. This is particularly unfortunate, because of the many 
purposes for which such accounts are used. Although it may appear 
paradoxical to the shareholder or the auditor, it is, nevertheless, perfectly 
true that the superintending engineer makes far more use in the manage- 
ment of his business of such cost accounts as he may possess than he does 
of his nominal ledger or other financial books. The reason is not far to 
seek. Whilst a textile manufacturer or textile merchant is guided and 
limited in his transactions by his immediate market (which market is a 
definite price for a definite article), the engineer has to consider a number 
of complex factors extending over a long period, which, at best, are only 
partially represented in his trading account — a fluctuating market for 
materials; the existence of patterns or the cost of making them; the 
prospect of labor troubles; the extent of purchases of finished materials 
which will have to be made; and the time and machinery which will be 
occupied in the constructions. Some of the tenders he is asked for haye 
to be rendered within a very limited time, and if he can readily consult 
the records of previous similar (or analogous) structures, the task of fixing 
his tender price will be considerably lightened. Again, after the contract 
is signed, it is desirable to compare the progress of actual cost with the 
detailed estimate, so that expenditure which is progressing on certain 
portions at an undue rate may be curtailed, or a more liberal interpretation 
given to other portions of the specification on which profits are accruing 
greater than those anticipated. In some constructions, like that of a 
large ocean steamship, there is generally a margin on such items as cabin 
fittings, stores and spare gear; whilst the alteration of any portion of the 
specification (a frequent incident in shipbuilding) invariably affords oppor- 
tunity for a little extra profit. 

To shipbuilders and engineers, in these competitive days, cost accounts 
ire indeed not a luxury, but a necessity. 
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It is most desirable that the accounts of a shipbuilding com- 
pany should be so arranged as to afford an analysis of the cost 
of the completed ships. It is bad business to plunge blindly into 
the construction of a number of ships of a single model, without 
making some provision beforehand for checking up the cost esti- 
mates on the ships, or without arranging matters so that the 
costs of the ships may be watched and compared as the work 
progresses. A shipbuilder is not getting proper efficiency out of 
his accounting department if he has to wait until a ship has been 
completed and delivered to find out whether he has run above or 
below his cost estimate; and if, on the completion of ship No. 2 
he finds that it has cost more to build than ship No. 1, the know- 
ledge will not be of any use to him unless he can put his finger 
on the part of the ship where the costs ran high, and then take 
steps to find out why they were excessive. On the other hand, 
if he can know, from time to time during the construction of ship 
No. 2, that it is costing more than it should, he can take steps to 
trace the cause of trouble and correct it in time to save money 
and avoid a loss that otherwise would not even have been known 
about until the ship was completed. 

The process of constructing ships may be analyzed in many 
different ways, and most of the analyses are reasonable and justi- 
fiable, in that they are laid out to tell the man who is running the 
business what he wants to know. Some of them are not always 
logical, however; and since they have not been laid out on any 
uniform basis, the results are not of very much value for com- 
parative purposes. Some conditions require a more minute 
analysis than others ; therefore the problem has been to work out 
a primary cost analysis that would fit all conditions and require- 
ments, and to supplement that by provision for a secondary 
analysis for use when required. 

The main construction analysis submitted herewith has been 
worked out in consultation with experienced shipbuilders and 
accountants ; and it is believed that it presents a thoroughly prac- 
tical basis for uniform cost accounting in shipbuilding. From 
start to finish, the main construction analysis has been worked 
out strictly on a basis of structural units. It is proposed for 
instance, that the planking account shall be charged, not only with 
the cost of putting on the planking, but also with cost of caulk- 
ing it and painting it, with any necessary dubbing on planking, 
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and with the cost of scaffolding, etc, required in planking opera- 
tions. If a simple, inexpensive analysis is desired, the main 
construction accounts only need be used, and all labor and 
material charges can be posted to them in lump sums. If it is 
desired to make further analyses of the labor and material charges, 
or either of them, the secondary analyses may be used. It is 
recommended that, in either case a separate account be opened in 
a subsidiary ledger for each of the main construction accounts, 
and all charges thereto be posted, either in lump sum or in detail 
as may be required. A controlling account for the construction 
accounts of each ship should be carried in the general ledger. 
When the work on any section of the ship has been completed, 
the construction account on that section of the ship may be 
closed, thereby giving the cost of that section. When the labor 
and material analyses are used, postings should be in terms of 
quantities as well as of money, so that a recapitulation of the 
finished account will show the number of hours of each class of 
labor and the quantity of each kind of material that went into 
that section of the ship. Overhead expense, however analyzed, 
should be accumulated in the special accounts and distributed 
from them to the cost of the ships under construction. 

Main Construction Accounts 

As stated above, the main construction accounts are based on 
an analysis of the progress of the construction of the ship. Each 
account is supposed to accumulate all items of cost or expense 
entering into that section of the ship. The account for engines 
and boilers for instance, will include purchase price of engines 
and boilers, delivered at the ship, and the cost of installing them, 
including labor, supplies, spare parts and everything else neces- 
sary to complete installation of the engines and boilers in running 
condition. An account is provided for undistributed direct ex- 
pense, but this account should only be used when it is absolutely 
impracticable to charge the expense elsewhere. Each account is 
numbered, in order to facilitate the work of distribution. Four 
figure numbers, running in even hundreds, have been assigned, 
so that the main account numbers may be combined when desired 
with the two figure numbers that have been given to labor and 
material analysis accounts. 
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As an illustration of the application of this numbering system, 

fastener labor on square frames would be charged to account 

1258 and fastener labor on the cant frames to account 1358. 

Treenails for the square frames would be charged to account 1285 

and treenails for the deck framing would go against account 

1685, in the material accounts. 

1000 Proportion of moulding cost. If it is proposed to build 
ten ships of the same model, the cost of making moulds 
should be distributed equally to the construction costs of 
these ten ships. 

1100 Keel. 

1200 Square frames. 

1300 Stem and stern posts, cant frames, keelsons and deadwood. 

1400 Steel strapping and other steel reinforcement of top, sides 
and deck. 

1500 Ceiling. 

1600 Deck framing, main deck, including all stanchions, deck 
clamps, knees, shelves, waterways, deck beams, hold beams, 
hatches, hatch coamings and covers up to top line of main 
deck. 

1700 Engine and boiler foundations, including shaft logs and 
foundation for engine room auxiliaries. 

1800 Foundations for winches and other deck auxiliaries. 

1900 Planking, rails and bulwarks. 

2000 Bulkheads. 

2100 Decking. Upper and between deck. 

2200 Deck superstructure, including all structures above upper 
deck and forecastle, boat and poop decks. Does not include 
plumbing or electrical lighting. 

2300 Rudder. 

2400 Spars, booms, rigging and lines. 

2500 Tanks. 

2600 Engines and boilers, condensers and cooling system, dyna- 
mos, all engine room auxiliaries and engine room piping up 
to engine room bulkheads. 

2700 Deck auxiliaries, such as winches, capstans, steering gear, 
cargo gear, anchors, anchor hoists, bits, chocks, etc. 

2800 Plumbing, heating, fire protection and water systems. 

2900 Electrical equipment. Switchboards, wiring, lighting, fix- 
tures, etc 
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3000 Launching. 

3100 Trial trip and delivery. 

3200 U. S. inspection outfit. Life-saving and navigating equip- 
ment. 

3300 Cabin furnishings and steward equipment. 

3400 Prorated overhead. See overhead analysis. 

3500 Prorated depreciation. See overhead analysis. 

3600 Propeller, shaft and accessories. 

3700 Undistributed direct expense. Ship and casualty insur- 
ance, wages of general foreman and other employees on a 
specific ship, whose time cannot be charged to any particular 
section thereof, and similar undistributable direct expense. 

Secondary Analyses — Labor and Material 
Even when secondary analyses are not used, they should be 
carefully studied, as they form a guide as to what constitutes 
direct labor and material, which is directly chargeable to the 
construction cost of ship, as compared with the indirect labor 
and material, which are to be charged to the overhead expense. 
It should also be noted that the same man may form both direct 
and indirect labor, and that material should be classed as direct 
or indirect according to the way it is used. If a carpenter is 
working on a frame of a ship, his labor is direct. If he is mend- 
ing a fence around the ship yard, his labor is indirect and is 
chargeable to proper overhead account. If he is helping to erect 
a new building, his labor is chargeable to the property accounts 
of the company. 

A blacksmith who is making a special fastening for some 
particular ship is doing direct labor ; but if he were making bolts, 
to be carried in stock until they are needed for some ship or 
other, his labor should be charged to the inventory account in 
which the unfinished bolts are to be carried. Nails or lumber 
used in erecting scaffolding around a ship are direct material, but 
if the same nails or lumber were used in repairing a fence, they 
would be indirect material and would be chargeable to overhead. 
The purpose of the secondary analyses is to provide an analysis 
of the cost of each section of the ship, in the same way that the 
purpose of the main construction analysis was to provide an 
analysis of the cost of the ship as a whole. If the management 
of the business wants to know the cost and total hours of each 
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class of labor that went into the square frames, or the cost and 
quantities of each class of material and fastening that went into 
the engine and boiler foundations, this information may be ob- 
tained by the use of the secondary analyses. 
Labor Analysis 
Foremen and helpers are to be charged, wherever possible, to 
the same accounts with the journeymen of the trade in which 
they are working. Whenever it is impossible to analyze direct 
labor into the various other groups provided under the main 
construction accounts, it may be included in group 3700, undis- 
tributed direct expense, but, needless to say, the charges to this 
account should be kept as small as possible. If trades other than 
those enumerated below are regularly employed, they may be 
charged to account 70, unclassified direct labor, or new account 
numbers may be set up to take care of them. 

51 Blacksmith. 

52 Carpenter. 

53 Caulker. 

54 Donkeyman. 

55 Dubber. 

56 Electrician. 

57 Engineer. 

58 Fastener. 

59 Joiner. 

60 Laborer. 

61 Layoutman. 

62 Machinist. 

63 Mould loft man. 

64 Painter. 

65 Pipefitter. 

66 Planker. 

67 Rigger. 

68 Sawyer. 

69 Watchman (not to include 

general yard watchman). 

70 Unclassified direct labor 

(general foremen, water- 
boys, sweepers, etc.). 
- t 71 Teams and teamsters. 

72 Dockbuilders. 
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Material Analysis 

80 Timbers and planking for braces, scaffolding, etc This 
account should be credited with salvage value of any material 
taken back into stock or transferred to another ship, but it 
is not recommended that any track be kept in the accounts 
of materials issued for use in one section of a ship and later 
used in some other section. 

81 Fastenings for braces, scaffolding, etc See note above. 

82 Timbers and planking for ship construction. 

83 Knees. 

84 Flat and structural steel for strapping and braces. 

85 Treenails. 

86 Iron and other metal fastenings, spikes, bolts, etc. 

87 Forged and cast fittings, iron and steel pipe and fittings. 

88 Brass and bronze fittings. 

89 Lead pipe and sheet lead. 

90 Paints and varnishes. 

91 Tar and wood preservatives. 

92 Oakum and other caulking materials. 

93 Rope and cable. 

94 Mechanical equipment, inspection outfit and other purchased 
appurtenances. 

95 Small construction supplies. Solder, cement, salt, etc 

96 Scrap lumber. This account should be credited with sale or 
fuel value of scrap lumber, produced in sawing out frames 
and other structural parts of the ship, and taken into in- 
ventory for sale or used as fuel. 

97 Scrap iron, brass, miscellaneous metals, etc. 

It will be a good plan to lay out the inventory controlling 
accounts in accordance with the above material classification, 
even to the extent of having a separate inventory control for each 
class of material. An analysis of stocks on hand and of inven- 
tory turnovers, laid out on the same basis as the grouping of the 
charges to construction costs, should be extremely valuable to 
the manager and the purchasing agent, and this additional detail 
of the work would not be difficult to carry out. 
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Cost Accounting System for Wooden Ship Yard 

Overhead Analysis 

In submitting the following accounts for the analysis of over- 
head expenses, it is proposed that a separate ledger account be 
opened for each item. The primary purpose of the accounts here 
outlined is to provide designations and definitions of the various 
groups into which the overhead expense must be divided, so that 
the postings to the various ledger accounts for overhead ex- 
pense may be worded in such a way as to provide for a recapi- 
tulation and itemized statement of overhead expense at the end 
of each month. An attempt has been made to provide a more or 
less comprehensive description of the various items chargeable 
to each account, but the writer does not pretend to have enumer- 
ated everything that is chargeable to each of the overhead classi- 
fications. The proper handling of the detailed distribution must 
depend on the judgment and intelligence of the bookkeepers and 
cost accountants. 

1. Administrative salaries : 

Salaries of president, vice-president, secretary, treasurer, 
assistant secretary, assistant treasurer, purchasing agent, 
works manager and superintendent. 

2. Office and operating salaries : 

Salaries or wage of clerks, foremen stenographers, time- 
keepers, watchman, and other indirect labor at ship yard, 
excepting labor specified to be charged to other overhead 
charges. 

3. Outside office expense : 

Expense of any office maintained by the company outside of 
the office at the ship yard. 

4. Plant office expense: 

Stationery, office supplies, blue prints, postage, telephone and 
telegraph and other office expenses. 

5. Traveling and entertaining: 

All expenses in the way of fares, berths, hotel accommoda- 
tion, meals, etc., of officers or employees of the company, 
traveling on company business, and any necessary enter- 
taining in connection with the administration of the business 
or the operation of the yard. Note : No traveling or enter- 
tainment expense in connection with the possible sale of 
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ships to outside customers may be charged to this account, 
as they are proper charges to selling expense. 

6. Depreciation of furniture and fixtures: 

This account will be charged monthly with one-twelfth of 
the annual depreciation allowance provided for office furni- 
ture and fixtures. 

7. Labor and material in maintenance : 

All labor, materials and supplies used in maintaining in good 
condition the buildings, walks, fences, roadways, sewers, 
lighting systems and other fixed improvements on ship yard 
property. 

8. Labor and material in repairs: 

All labor, material, supplies used in repairs to machinery, air 
and electric tools and in keeping machinery in good condition. 

9. Lubricants and waste : 

All oils, greases, belt dressings, wiping waste and similar 
materials used in connection with the operation of all ma- 
chinery in the plant. 

10. Small tools (perishable) : 

All hand tools, drill or auger bits, saw blades, etc., will be 
carried in stores until actually required for use, when they 
will be issued to the tool room, or other proper department, 
and charged off to this account. This account will also be 
charged with any labor, material or supplies used in making 
or repairing small tools, and keeping them in good condition. 

11. Store expense : 

This account will be charged with the salaries or wages of 
storekeepers, tool and material clerks and other employees 
engaged in handling inventories of tools. It will also be 
charged with supplies used in stores department, transporta- 
tion charges that cannot be applied directly against the com- 
modities on which they are paid, and with any ordinary stores 
shortages. Any overcharges in stores will be credited to this 
account. 

12. Automobile, team and launch expense: 

Any expenses, which cannot be charged direct to stores ex- 
pense or elsewhere in the accounts, in connection with the 
operation of company automobiles, trucks, teams or launches. 
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13. Heat, light, power and water : 

All payments for purchased heat, light, power and water; 
cost of fuel and other special supplies used in power plants 
and wages of power plant employees, maintenance and re- 
pairs. 

14. General insurance: 

All insurance premiums which cannot be written off to the 
cost of a specific ship will be written off to this account in 
equal monthly instalments during the life of the policy. 

15. Taxes: 

This account may be charged only with taxes actually paid. 

16. Ground rental: 

Authorized payments for rental of property occupied by ship 
yard. 

17. Other rentals. Tugs, derricks, etc. 

18. First aid supplies and expenses, doctors' salaries, assist- 
ants, etc. 

19. Dock rental: 

Any periodic payments authorized to be made for use of dock 
facilities. If dockage charges are calculated at a flat rate 
per ship per day, such charges will go against the construc- 
tion cost of the ship incurring them and will not be taken 
into overhead. 

20. Exchange and discount : 

This account will cover items of bank exchange and' dis- 
count, incurred in the ordinary course of business, but will 
not include any interest on loans or discounts on purchases, 
for which separate accounts have been provided. 

21. Extraordinary losses: 

This account will be charged with losses due to fire, flood, 
storm, riot, vandalism, act of God, act of war, other casual- 
ties, which are not compensated by insurance or otherwise 
and cannot be charged direct to the construction account 
of a specific ship. 

22. Depreciation of plant: 

This account will be charged monthly with one-twelfth of 
the authorized annual depreciation rate, applied to the cor- 
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rect net book value of plant and plant equipment at the close 
of that month. 

23. Interest paid on loans : 

This account will be charged with any interest paid on loans 
and credited with any interest received on bank balances, or 
otherwise for the use of company's funds. 

24. Discount received on purchases. 

25. Selling expense : 

This account will be charged with all compensation and 
expenses of employees whose sole or principal work has to do 
with the sale of ships to private owners, and with all ex- 
penses for advertising, except advertising for help, which 
may be charged to plant office expense. 

Distribution of Overhead Expenses 

The balance in accounts 1 to 21 shall be closed off monthly 
to the construction costs of all ships under construction or repair 
during the month, on a basis of the direct labor charged to each 
of such ships during the month. 

The monthly charge to account 22 will be distributed to the 
cost of all ships that have been on the ways during the month. 
In calculating the proportion to be charged to each ship, the num- 
ber of days that each ship has been on the ways during the 
month will be added up, and the total days on the ways for the 
month will be divided into the depreciation charge for the month. 
This will give depreciation charge per day on the ways, which 
shall then be applied to the construction cost of each ship on the 
basis of the number of days it has stood on the ways during the 
month. 

The question of depreciation becomes extremely involved 
where loose, perishable tools are concerned, particularly in ship 
yards where strict supervision is more difficult than in the ordi- 
nary factory confined within walls. Electrical and air-driven 
tools which can be easily moved from place to place complicate 
the situation. They are rapidly worn away, many are broken 
by the carelessness of green operators and a very high rate of 
depreciation must be given annually to cover the loss. It is im- 
practicable to keep individual records of these tools and an aver- 
age percentage of loss must be adopted. The tools may be 
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divided into classes and the percentage for each determined by 
competent experts. 

The writer does not claim to have covered the entire ground 
in the foregoing pages. He believes, however, that the sugges- 
tions therein contained will be found helpful and lead other cost 
accountants to give their views. 

Each shipyard is an individual city by itself and each will re- 
quire special treatment in many important and minor details. 
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Practical Interpolation 

By Arthur S. Little. 

To have in one volume sufficient matter to cover all the possible results 

which investors or bankers may desire would require a 

volume beside which the family Bible of old would pale into insignificance 

. v the fact, however, that a book does not 

give every result sought for need not deter the user thereof from making 
some attempt to secure the result desired by a simple use of mathematics 

Suppose that it is desired to find a price at which it will 

net the holder 4.05%. The nearest results in the table here given are 4% 

& 4.10% add them together and divide by 2, and the 

result, near enough for all practical purposes, will be obtained. There 
will, however, be a very slight inaccuracy. 

MONTGOMERY ROLLINS * 

Nearly every one, regardless of what he may or may not know 
of analytical geometry, fully understands the familiar device of 
furnishing illustrated statistics through the means of geometrical 
figures. The "curve of the cost of living" is a well-known exam- 
ple, and in a similar manner are shown stock market fluctuations, 
river stages, consumption of fuel, etc. 

Charts of the character just referred to are, however, essen- 
tially historical in their nature, being based upon accomplished 
and known facts, and, no matter how great an epoch may be cov- 
ered, very little reliance is to be placed upon results obtained from 
attempting to prolong the curve in either direction in order to read 
the future or unrecorded past. 

But the case is entirely different when we come to illustrate 
numerical values, either abstract or concrete and involving time, 
space or matter, provided that the values depicted progress in 
accordance with some fixed inflexible law, however complex it 
may be, for in such instances the systematic law and order under 
which the numerical quantities are mutually interdependent is 
faithfully reflected in the geometrical design, and the result is 
invariably either a straight or a curved line (always the latter 
unless the "law" be extremely simple) which requires nothing 
more than plain eyesight and common sense to determine that it 
is "symmetrical," thus suggesting at once that it is at least theo- 
retically possible, by prolonging the curve under its own plan of 
curvature, to obtain quickly and accurately, through the aid of 
draftmen's tools alone, an indefinite number of additional func- 
tions in the same category as the limited number originally at hand. 

•Annals of tka American Academy, September. 1907. p. 52. 
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******** 

The brief chapter on interpolation in Sprague's Accountancy 
of Investment, while excellent as far as it goes, is by no means as 
complete as it might and should be, and the student is left almost 
entirely in the dark as to how to proceed in attempting to work 
with series of a different type from that employed in the single 
example given. 

The orthodox definition of a series is : "A number of terms ; 
each of which is derived from one or more of the preceding terms 
according to some determinate law."* Practically all the mathe- 
matical tables employed by accountants, bond .dealers, astron- 
omers, engineers, etc., are a perfect type of series as just defined, 
and notwithstanding the diversified nature of such tables and the 
various more or less complex laws governing their construction, if 
they be drawn to scale on profile paper it will be found that only 
three geometrical forms are produced, viz : 

(a) (b) a straight line, 

(c) (d) a concave curved line, 

(e) (f ) a convex curved line, 
depicting respectively series whose successive terms possess the 
following mathematical properties : 

(a) (b) Increasing/decreasing at a uniform rate. 

Examples: A simple interest table. 

Bond values at different equi-distant coupon rates. 

(c) An increasing increase. 

Examples : Growth of a single sum at compound interest. 
Amount of an annuity. 
Natural tangents and secants. 

(d) Taken in opposite direction. 

(d) A decreasing decrease. 

Examples: (c) Taken in opposite direction. 
Bond values (below par) by time units. 
Bond values by income rates. 
Reciprocals of natural numbers. 
Present worths of a single sum. 

(e) A decreasing increase. 

•Joseph Say. ; V ,' ; 
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Examples : Bond values (above par) by time units. 
Present worth of an annuity. 
Logarithms. 
Natural sines. 



(f) Taken in opposite direction, 
(f) An increasing decrease. 



Examples : (e) Taken in opposite direction. 

(I am unable to think of any' tables in common use that come 
under this head, although they doubtless exist in connection with 
certain subjects — e. g., astronomy and ordnance.) 

If these six types be "differenced out" the following laws will 
be found to prevail : 

(a) (b) No second difference. 

(c) First difference negative, and thereafter signs alter- 
nately plus and minus. 

(d) Differences all positive. 

(e) Differences all negative. 

(f) First difference positive, and thereafter alternately 
minus and plus. 

Most of the ordinary mathematical tables are of the types (c), 
(d) and (e), and if the series be extended indefinitely it becomes 
evident, upon investigation, that the curve thus prolonged is stead- 
ily lengthening and approaching the limit of a straight line, to be 
attained at infinity. This ultimate straight line is : 

(c) Perpendicular to the base, 

(d) Coincident with the base, 

(e) Parallel to the base. 

An interesting example of the latter is afforded by a chain of 
values for, say, a 5% bond to yield 4%. At 50 years the value 
of the ordinate is 121.55; at 100 years 124.52 and will be 124.99 
within a reasonable time, but eternity is required to bring it up to 
the limit of 125. 

There are some types of series, however, which by their nature 
have a definite beginning and ending and cannot be extended 
indefinitely. For example, the natural tangents of the quadrant 
start with 0; reach 1 at 45° ; 573 at 89°. 9 and through the remain- 
ing 6 minutes of the arc increase at a frightful rate from the afore- 
said 573 to infinity ! 
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The natural sines furnish an example of a curve of the (e) 
type which cannot be prolonged indefinitely. Another good instance 
is afforded by the second difference factors in the accompanying 
table. In view of the behavior of the curve in the case of com- 
pound interest tables, reciprocals, logarithms, etc., it would scarcely 
seem possible that a curve which reaches a peak and then retro- 
grades and reproduces itself in a contrary direction could be gov- 
erned by any self-contained "law;" nevertheless such is the case. 
For instance, if we take the natural sines : 



70° 
75° 
80° 
85° 
90° 



939,693 

965,926 

984,808 

996,195 
1,000,000 

and attempt to obtain the 6th term (95°) by extrapolation, we 
obtain 996,195, which is correct. Mathematical notice or warning 
that the curve is about to pass a peak is afforded by the second 
difference becoming greater than the first difference on which it 
bears, and the passing of the peak is indicated by a change of signs 
in the first difference. 

If bond values for 3%», 4%, 5%, 6% and 7% bonds running, 
say, 20 years and yielding 4% be calculated and drawn to scale we 
will obtain a curve of the (a) -(b) type as shown in figure I. If, 
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(f 



It 
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now, it is desired to obtain (without independent calculation) the 
corresponding value for 4}£s, it is evident that no error whatever 
will ensue from "adding together the 4% and 5%i values and 
dividing by 2" as it is merely an application of the geometrical 
principle that the median of a trapezoid is equal to half the sum 
of the bases. But if we attempt, in a similar manner, to insert a 
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13}4 years' value for a 4% bond to yield 7% between given values 
for 1 year and 26 years we obtain 80.73 instead of the correct 
value of 74.07. If the basis be 3%t we obtain 109.47 instead of the 
correct value of 111.03. These respective errors (in excess on 
prices below par and in defect on prices above par) are indicated 
by HS in figures II and III and represent, in principle, the 
unsoundness of the common practice of bond dealers whereby 
serial bonds are negotiated at one price based upon the "average 
life." 




F1*UR£ m 

Notwithstanding that there are, as we have noted, at least 
seven types of series to be found in ordinary mathematical tables, 
the actual process of interpolation in practical every day work is 
very much simpler than any one would ever suppose f rom reading 
anything on the subject in existence which I have yet seen in col- 
lege algebras and other mathematical treatises. 

The general method or rule, applicable to all cases, is as fol- 
lows : 

Set down in a vertical column a sufficient number of equi-dis- 
tant terms, commencing with the pair between which lies the func- 
tion sought 
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Subtract each term in the column from the term immediately 
above it until an adjacent column is built up containing one less 
item. 

In a similar manner subtract each item in column II from the 
item immediately above, building up a third column containing two 
less items than the first. Continue in this manner until a column 
is obtained whose items are all equal, or practically so.* Then 
take the first term' in the original column and subtract therefrom 
such portions of the first item in the 2nd, 3rd, 4th, etc. columns 
as are called for by the accompanying table for the interval 
desired. 

This is all there is to it, except of course that "subtracting" is 
to be done throughout in an algebraic sense, and due care must be 
exercised with regard to signs. 

Example I. 

Find a 4.136%i basis for 27 l / 2 year 5s. 
4.10%, 1,147,609.83 



4.15% 1,138,627.44 8,982,39 




420% 1,129,743.17 8,884,27 98,12 




425% 1,120,955.82 8,787,35 96,92 


120 


4.30% 1,112,26420 8,691,62 9573 


1,19 


8,982,39 x .72 6,467.32,lt 




98.12 x .1008 9,89,0 




120 x .043 52 




Total correction 6,47726,3 




1,147,609.83 




6,47726 





1,141,132.57 

For verification purposes there are two methods that can gener- 
ally be conveniently employed, either of which is much better 
than the very poor plan of going over one's own figures. 

First method: repeat the operation, taking a different inteival 
in the 1st column. 

''The extent to which the last column of differences may be allowed to waver will 
be learned by experience. M '-^S>rofir«r. 

tTo obtain the full degree of accuracy in final figures, work should be carried to 
one spare column in this manner. 
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4.10% 


1,147,609.83 








4.20% 


1,129,743.17 


17,866.66 






4.30% 


1,112,264.20 


17,478.97 


387.69 




4.40% 


1,095,163.44 


17,100.76 


378.21 9.48 




4.50% 


1,078,431.64 


16,731.80 


368.96 9.25 


.23 


4.60% 


1,062,059.79 


16,371.85 


359.95 9.01 


.24 




17,866.66 x .36 


6,431.99,8 






387.69 x .1152 


44.66,2 






9.48 x .063 


.59,7 






.; 


23 x .042 


1,0 1,147,609.83 










6,477.27 




6AT7 7A7 



1,141,132.56 

Note that this time we obtain one more order of differences 
than at first. To generalize : the closer the interval between the 
equi-distant terms in the 1st column, the simpler the calculation. 

Second method: reverse the order of the terms. 

4.15% 1,138,627.44 

4.10% 1,147,609.83 -8,982.39 

4.05% 1,156,691.59 —9,081.76 99.37 

4.00% 1,165,873.94 —9,182.35 100.59 —1.22 

3.95% 1,175,158.15 —9,284.21 101.86 —1.27 .05 

—8,982.39 x .28 —2,515.06,9 

99.37 x .1008 10.01,6 

—1.22 x .0578 —7,1 



-2,505.12,4 



1,138,627.44 
—2,505.12 

1,141,132.56 

Example II 
Find the logarithm of 1.0196. 

10195 008,587,230,114,159 

10200 008,600,171,761,918 —212,941,647,759 

10205 008,813,009,052,089 —212,837,290,171 —104,357,588 

10210 009,025,742,086,910 —212,733,034,821 —104,255,350 —102,238 

10215 009,238,370,968,466 —212,628,881,556 —104,153,265 —102,085 —153 

10220 009,450,895,798,694 —212,524,830,228 — 104,051,328 —101,937 —148 
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-212,941,647,759 x .2 
—104,357,588 x .08 
—102,238 x .048 
—153 x .0336 



-42,588,329,551,8 

-8,348,607,0 

—1,907,4 

-5,1 



42,596,683,071,3 

008,387,230,114,159 
-42,596,683,071 

008,429,826,797,230 

The rule heretofore given that the various corrections are 
always to be subtracted from the topmost term in the first column 
is still true in an algebraic sense; nevertheless it is absurdly incon- 
venient to attempt to make a literal and formal compliance in all 
cases, to say nothing of the danger of getting off the track, and 
in practice the rule becomes (as the reader has no doubt already 
observed) 

Positive difference corrections are to be subtracted. 

Negative difference corrections are to be added. 

Another feature brought out in the following example is this, 
that the algebraic sign of differences is not determined alone by 
whether an item is subtracted from its neighbor immediately above 
or below itself. To overcome this inconvenience of subtracting 
upside down and to guard against the danger of confusing the 
signs, adding when we should subtract, etc., I have devised the 
following plan, illustrated in the two following examples : 

Example III 

Find logarithm of 323. 

320 505,149,98 

330 518,513,94 986,636,04 

340 531,478,92 987,035,02 

350 544,068,04 987,410,88 

360 556,302,50 987,765,54 

370 568,201,72 988,100,78 

380 579,783,60 988,418,12 



13,363,96 x .3 
398,98 x .105 
23,12 x .0595 
1,92 x .04016 
,14 x .0297 



99,601,02 

99,624,14 9,976,88 

99,645,34 9,978,80 98,08 

99,664,76 9,980,58 98,22 9,86 

99,682,66 9,982,10 98,48 9,74 

4,009,18,8 

41,89,3 

1,37,6 

7 t 7 

A 

4,052,53,8 
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Example IV 
Find a 4.45% basis for 4s, 97 yi years to run. 



100 


900,116.42 












95 


900,421.66 


99,694.76 










90 


900,802.03 


99,619.63 


75.13 








85 


901,276.02 


99,526.01 


93.62 


961.51 






80 


901,866.70 


99,409.32 


116.69 


976.93 


4.58 




75 


902,602.76 


99,263.94 


145.38 


971.31 


5.62 


98.96 


70 


903,520.02 

-305.24 x 
75.13 x 


99,082.74 

.5 
.125 


181.20 

452.62,0 
9.39,1 


964.18 


7.13 


96.49 




—18.49 x 


-.0625 


—1.15,6 


900,116,42 






4.58 x 


.03906 


17,9 




144,22 






—1 04 x 


.0273 
.0205 


-2,8 
9 










.47 x 


900,260,64 





.47 



144.22,5 

By this method, regardless of the class of the curve and the 
relative numerical value of the terms and their orders of differ- 
ences, we always subtract from the item immediately above in 
the manner just shown, despite what schoolboys might think. 
In performing this impossible subtraction it is well (although not 
necessary) to work with red ink, but in any case at least one pre- 
fixing nine should be written into the work. The differences in 
such columns are of course negative, and the arithmetical comple- 
ment is to be taken for use with the correction factors. Such 
arithmetical complements are easily read off by inspection — sub- 
tracting each digit from 9 until the last on the right is reached, 
which is subtracted from 10. As shown by the last two examples, 
this plan works equally well whether the differences are all nega- 
tive or are alternatively positive and negative, or vice versa. To 
put it another way, in all cases : 

Results of normal ordinary subtraction are negative. 
Results of impossible subtraction are negative. 

When there are but a few orders of differences, the work can 
often be performed with advantage in one column. 
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Practical Interpolation 
Example: find a 4}£ basis for 3*4 s, 6 years to run. 





4.10% 
4.15% 
4.20% 
4.25% 


968,371.18 
965,787.92 
963,212.61 
960,645.21 

2,583.26 
2,575.31 
2,567.40 

7.95 
7.91 


H of 1st difference 

H of 2nd difference 




1,291.63 
.99 




:ted from item 




Total correction to be subtrac 
at top of column ........ 


1,292.62 









967,078.56 

While the process of interpolation as explained is perfectly 
sound and can, in theory, be carried to indefinite lengths, never- 
theless its practical usefulness is decidedly limited, and as a rule 
it is not worth while — even if attendant conditions do not make it 
impossible — to attempt to interpolate unless the interval in the 
original material is small. For instance, it is utterly impossible 
to obtain the present worth of an annuity @ 5j4% for 30 periods 
from the tables contained in the Accountancy of Investment 



The following difference factors have been computed and 
proven with the greatest of care and are believed to be free from 
errors of any kind. The fourth and fifth columns are, of course, 
carried to many more decimal places than will ordinarily be re- 
quired. This was done for the benefit of those who may wish to 
compute factors for further orders of differences. In the first 
table for lOOths the fifth column is the only one containing 
rounded figures, the first four columns being perfect 

Each of these columns of factors is a series, and factors for 
any desired interval not given herewith may be interpolated, 
should that method be preferred to direct calculation. 
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Table I 







(Hundredths) 




1st 


2nd 


3rd 


4th 


5th 


.01 


.004,95 


.003,283,5 


.002,454,416,25 


.001,958,624 


.02 


.009,8 


.006,468 


.004,818,66 


.003335,653 


.03 


.014,55 


.009,554,5 


.007,094,216,25 


.005,632308 


.04 


.019,2 


.012,544 


.009,282,56 


.007,351,788 


.05 


.023,75 


.015,437,5 


.011,385,156,25 


.008,994,273 


.06 


.028,2 


.018,236 


.013,403,46 


.010,561,926 


.07 


.032,55 


.020,940,5 


.015,338,916,25 


.012,056,388 


.08 


.036,8 


.023,552, 


.017,192,96 


.013,479,281 


.09 


.040,95 


.026,071,5 


.018,967,016^5 


.014,832,207 


.10 


.045 


.028,5 


.020,662,5 


.016,116,750 


.11 


.048,95 


.030338,5 


.022^80,816^5 


.017,334,475 


.12 


.0523 


.033,088 


.023,823,36 


.018,486,927 


.13 


.056,55 


.035,249,5 


.025,291,516,25 


.019,575,634 


.14 


.060,2 


.037,324 


.026,686,66 


.020,602,102 


.15 


.063,75 


.039,312,5 


.028,010,156,25 


.021,567320 


.16 


.067,2 


.041,216 


.029,263,36 


.022,474,260 


.17 


.070,55 


.043,035,5 


.030,447,616*25 


.023,322374 


18 


.0733 


.044,772 


.031,564,26 


.024,115,095 


.19 


.076,95 


.046,426,5 


.032,614,616,25 


.024,852,338 


.20 


.08 


.048 


.033,6 


.025,536,000 


.21 


.082,95 


.049,493,5 


.034,521,716,25 


.026,167,461 


.22 


.085,8 


.050,908 


.035,381,06 


.026,748,081 


.23 


.068,55 


.052^44,5 


.036,179,316,25 


.027,279,204 


.24 


.091,2 


.053,504 


.036,917,76 


.027,762,156 


.25 


.093,75 


.054,687,5 


.037,597,656,25 


.028,198^42 


.26 


.096^ 


.055,796^ 


.038,220,26 


.028,588,754 


.27 


.098,55 


.056,830,5 


.038,786,816,25 


.028,934,965 


.28 


.1003 


.057,792, 


.039,298,56 


.029,238,129 


.29 


.102,95 


.058,681,5 


.039,756,716,25 


.029,499,483 


.30 


.105 


.059,5 


.040,162,5 


.029,720,250 


.31 


.106,95 


.060,248,5 


.040,517,116,25 


.029,901,632 


.32 


.108,8 


.060,928 


.040321,76 


.030,044315 


.33 


.110,55 


.061,539,5 


.041,077,616^5 


.030,150,970 


.34 


.112,2 


.062,084 


.041,285,86 


.030,221,250 


.35 


.113,75 


.062,562,5 


.041,447,656,25 


.030,256,789 


.36 


.115,2 


.062,976 


.041,564,16 


.030,258,708 


.37 


.116,55 


.063,325,5 


.041,636,516,25 


.030,228,111 


.38 


.117.8 


.063,612 


.041,665,86 


.030,166,083 


.39 


.118,95 


.063,836,5 


.041,653,316,25 


.030,073,694 


.40 


.12 


.064 


.041,6 


.029,952,000 


.41 


.120,95 


.064,103,5 


.041,507,016,25 


.029,802,038 


.42 


.121,8 


.064,148 


.041,375,46 


.029,624329 


.43 


.122,55 


.064,134,5 


.041,206,416,25 


.029,421,381 


.44 


.123,2 


.064,064 


.041,000,96 


.029,192,684 
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(Hundredths) 




1st 


2nd 


3rd 


4th 


5th 


.45 


.123,75 


.063,937,5 


.040,760,156,25 


.028,939,711 


.46 


.124,2 


.063,756 


.040,485,06 


.028,663,422 


.47 


.124,55 


.063,520,5 


.040,176,716,25 


.028,364,762 


.48 


.1243 


.063,232 


.039336,16 


.028,044,657 


.49 


.124,95 


.062,891,5 


.039,464,416,25 


.027,704,020 


.50 


.125 


.062,5 


.039,062,5 


.027,343,750 


.51 


.124,95 


.062,058,5 


.038,631,416,25 


.026,964,729 


.52 


.124,8 


.061,568 


.038,172,16 


.026,567,823 


.53 


.124,55 


.061,029,5 


.037,685,716,25 


.026,153,887 


.54 


.124,2 


.060,444 


.037,173,06 


.025,723,758 


.55 


.123,75 


.059,812,5 


.036,635,156,25 


.025,278,258 


.56 


.123,2 


.059,136, 


.036,072,96 


.024,818,196 


.57 


.122,55 


.058,415,5 


.035,487,416,25 


.024,344,368 


.58 


.121,8 


.057,652 


.034,879,46 


.023357,551 


.59 


.120,95 


.056,846,5 


.034,250,016,25 


.023,358,511 


.60 


.12 


.056 


.033,6 


.022,848,000 


.61 


.118,95 


.055,113,5 


.032,930,316,25 


.022,326,754 


.62 


.1173 


.054,188 


.032,241,86 


.021,795,497 


.63 


.116,55 


.053,224,5 


.031,535,516,25 


.021,254,938 


.64 


.115,2 


.052,224 


.030,812,16 


.020,705,772 


.65 


.113,75 


.051,187,5 


.030,072,656,25 


.020,148,680 


.66 


.112^ 


.050,116 


.029,31736 


.019,584,330 


.67 


.110,55 


.049,010,5 


.028,548,616,25 


.019,013,378 


.68 


.108,8 


.047,872 


.027,765,76 


.018,436,465 


.69 


.106,95 


.046,701,5 


.026,970,116,25 


.017,854,217 


.70 


.105 


.045,5 


.026,162,5 


.017,267,250 


.71 


.102,95 


.044,268,5 


.025,343,716,25 


.016,676,165 


.72 


.100.8 


.043,008 


.024,514,56 


.016,081,551 


.73 


.098,55 


.041,719,5 


.023,675316,25 


.015,483,984 


.74 


.096,2 


.040,404 


.022,828,26 


.014,884,026 


.75 


.093,75 


.039,062,5 


.021,972,656,25 


.014,282,227 


.76 


.091,2 


.037,696 


.021,109,76 


.013,679,124 


.77 


.088,55 


.036,305,5 


.020,240,316,25 


.013,075,244 


.78 


.085,8 


.034,892 


.019,365,06 


.012,471,099 


.79 


.082,95 


.033,456,5 


.018,484,716,25 


.011,867,188 


.80 


.08 


.032 


.017,6 


.011,264,000 


.81 


.076,95 


.030,523,5 


.016,711,616,25 


.010,662,011 


.82 


.073,8 


.029,028 


.015320,26 


.010,061,685 


.83 


.070,55 


.027,514,5 


.014,926,616,25 


.009,463,475 


.84 


.0672 


.025,984 


.014,031,36 


.008,867,820 


.85 


.063,75 


.024,437,5 


.013,135,156,25 


.008,275,148 


.86 


.060,2 


.022,876 


.012,238,66 


.007,685,878 


.87 


.056,55 


.021,300,5 


.011,342,516,25 


.007,100,415 


.88 


.0583 


.019,712 


.010,447,36 


.006,519,153 
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(Hundredths) 






1st 


2nd 


3rd 4th 


5th 




.89 


.048,95 


.018,111,5 .009,553,816,25 .005,942,474 


.90 


.045 


.016,5 .008,662,5 


.005,370,750 


.91 


.040,95 


.014,878,5 .007,774,016,25 .004,804,342 


.92 


.0363 


.013,248 .006,888,% 


1 .004,243,599 


.93 


.032,55 


.011,609,5 .006,007,916,25 .003,688361 


.94 


.028^ 


.009,964 .005,131,4* 


> .003,140,454 


.95 


.023,75 


.008,312,5 .004,260,156,25 .002,598,695 


.96 


.019,2 


.006,656 .003,394,5* 


> .002,063,892 


.97 


.014,55 


.004,995,5 .002,535,216,25 .001,53631 


.96 


.009,8 


.003,332 .001,682,6* 


1 .001,016,327 


.99 


.004,95 


.001,666,5 .000,837,416,25 .000,504,125 






Table II 










(Twelfths) 






1st 


2nd 


3rd 


4th 


5th 


.083,333,... 


.038,194,. 


.024,402,006 


.017,793,130, 


.013,938 


.166,666,. . . 


.069,444, 


.042,438,272 


.030,060,442 


.023,046 


.25 


.093,75 


.054,687,5 


.037,597,656 


.028,198 


.333,333,... 


.111,111, 


.061,728,395 


.041,152,263 


.030,178 


.416,666,... 


.121,527, 


.064,139,660 


.041,423,531 


.029,687 


.5 


.125 


.062,5 


.039,062,5 


.027,344 


.583,333,... 


.121,527, 


.057,388,117 


.034,671,968 


.023,693 


.666,666,... 


.111,111, 


.049,382,716 


.028,806,584 


.019,204 


.75 


.093,75 


.039,062,5 


.021,972,656 


.014,282 


.833,333,... 


.069,444, 


.027,006,173 


.014,628,344 


.009,265 


.916,666,... 


.038,194, 


.013,792,438 

Table III 
(Sixteenths) 


.007,183,562 


.004,430 


1st 


2nd 


3rd 


4th 


5th 


.062,5 


.029,296,875 


.018,920,878 


.013395,035 


.010,942 


.125 


.054,687,5 


.034,179,687,5 


.024,566,650 


.019,039 


.187,5 


.076,171375 


.046,020,506 


.032,358,170 


.024,673 


.25 


.093,75 


.054,687,5 


.037,597,656 


.028,198 


.312,5 


.107,421,875 


.060,424,805 


.040,597,916 


.029,941 


.375 


.117,187,5 


.063,476,562,5 


.041,656,494 


.030,201 


.437,5 


.123,046,875 


.064,086,914 


.041,055,679 


.029,252 


.5 


.125 


.062,5 


.039,062,500 


.02734 


.562,5 


.123,046375 


.058,959,961 


.035,928,726 


.024,701 


.625 


.117,187,5 


.053,710,937,5 


.031,890,869 


.021,526 


.687,5 


.107,421,875 


.046,997,070 


.027,170,181 


.018,000 


.75 


.093,75 


.039,062,5 


.021,972,656 


.014,282 


.812,5 


.076,171,875 


.030,151,367 


.016,489,029 


.010,512 


.875 


.054,687,5 


.020,507,812,5 


.010,894,775 


.006,809 


.937,5 


.029,296,875 


.010,375,977 


.005,350,113 


.003,277 
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A. R RICHARDSON, Editor 

EDITORIAL 
Safeguarding Investment 

The newspapers of December 26th contained an announcement 
from Washington to the effect that the capital issues committee 
would suspend operations December 31, 1918. It is understood 
that the committee is not to be dissolved, but is to become inactive. 

Charles S. Hamlin, chairman of the committee, made the fol- 
lowing statement: 

In view of the rapid changes that have taken place since the signing 
of the armistice, the capital issues committee has voted to suspend its 
activities on December 31. 

The committee wiU not be dissolved, but will remain inactive, unless it 
is found that the sale of new securities competes unduly with government 
financing or for other reasons it may become desirable for the committee 
to resume its work pending its dissolution by the president or by operation 
of law. 

Although the war emergency which gave rise to the creation of the 
committee has passed, it is nevertheless imperative that capital should be 
saved and not wasted, and the removal of the restraining influence exerted 
by the committee during its existence should not be construed as approval 
of die financing of unnecessary public projects or private enterprises of 
doubtful merit On the contrary, the financial needs of the government and 
the large capital requirements of the railroads and for the readjustment of 
American industries to a peace basis compel strict economy in the use of 
new capital. 

While legitimate business may safely be left to work out its own prob- 
lems, the capital issues committee feels that it would be unfaithful to its 
responsibilities if it failed to warn the public respecting the enormous losses 
sustained by the nation through the sale of worthless and fraudulent securi- 
ties. In the opinion of the committee, the sale of such securities should be 
restrained in times of peace as well as in war, and it is strongly urged that 
congress establish adequate machinery to put a stop to this traffic 

The extent of the menace, due to the issue of such securities, to the 
holders of government bonds is revealed by the fact that schools are being 
eftablished in some parts of the country to drill salesmen in the art of per- 
suading investors to subscribe for unmeritorious or worthless securities. 
This can only be prevented by legislation vesting in some duly constituted 
public agency full power to restrain the offering of fraudulent or worthless 
securities. 
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The capital issues committee warns the public and earnestly directs the 
attention of congress to the problem. It is the intention of the committee 
to make a supplementary report to congress recommending a law to prevent 
these existing abuses and such impositions upon the investing public. 

The committee will maintain its offices in Washington until further 
notice. 

The secretary of the treasury also has issued a statement rela- 
tive to the suspension of activities by the capital issues committee 
which is of much importance. The text of the statement follows : 

The decision of the capital issues committee to suspend its activities on 
December 31, should not be interpreted by the business public as a warrant 
for any expenditure of capital for needless or unwise purposes, whether 
public or private in their nature. Should it become apparent that voluntary 
restraints are not being exercised so as to prevent the misuse of capital, I 
shall request the committee to resume its control. 

My chief misgiving in accepting the action of the committee arises out 
of the need the committee has frequently expressed, and the importance of 
which has become increasingly obvious, of protecting the public investor 
against the flood of worthless or doubtful securities which threaten the 
market when the restrictions are removed; and present conditions empha- 
size the importance of obtaining emergency legislation as speedily as possi- 
ble, so as to be able to cope effectively with this evil. The government not 
only should protect itself as to future bond issues, but as well owes a duty 
to the millions of Liberty bond buyers, to restrain reckless fraudulent pro- 
moters, particularly at this time. 

I intend to ask congress immediately for legislation that will check the 
traffic in worthless securities, while imposing no undue restrictions upon 
the financing of legitimate business, and shall urge that it be made effective 
before the close of the present session. Meantime, it may become neces- 
sary, before such legislation is passed, to reassemble the committee for the 
purpose of resuming its functions. 

Side by side with the foregoing statement in one of the New 
York papers appeared an offering of $10,598,000 St. Louis-San 
Francisco prior lien mortgage 6% gold bonds. The bonds are 
offered by two well-known New York houses. 

In the advertisement appears a letter of the president of the 
company which sets forth the nature of collateral of the bonds, 
purpose of the flotation, earnings for 1917 and 1916 and other 
information. Then follows the statement that the issuance of the 
bonds has been approved by the United States Railroad Adminis- 
tration, and in small type at the bottom of the advertisement 
appears the following: 

The above statements are not guaranteed, but are based upon informa- 
tion and advice which we believe to be accurate and reliable, and upon 
which we have acted in purchasing these securities. 

The advertisement is a fair sample of the better class of 
security advertising and there is no reason to doubt the truth of 
the representations which it contains. 
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Other advertisements are beginning to appear which contain 
such statements as "From a letter of the general manager we 
quote as follows/' and "The legal features of the issue have been 
approved by Messrs. (giving name of a legal firm or firms)." 

We believe that there is a vital relationship between the public 
interests, the announced desuetude of the capital issues committee 
and the offering of securities. 

The United States has become for the first time in its career 
a creditor nation. The country expects to enter upon an era of 
wonderful prosperity. It is certain that there will be efforts to sell 
all manner of stocks and bonds, some of which could not by the 
utmost stretch of imagination be termed securities, and the public, 
always gullible, will almost certainly buy the things which are 
offered if the promise of return be made sufficiently attractive. 

It has been stated in congress that one or more bills will shortly 
be introduced providing for "blue sky" legislation somewhat in 
the manner of the blue sky laws existing in some of our states. 

The statements of Mr. Glass and Mr. Hamlin and the promise 
of introducing "blue sky" bills indicate that the official mind is 
awake to the danger of indiscriminate flotation of securities or 
insecurities. But even in the days when wild cats were not 
unknown in Wall Street there was always a minority of opinion 
opposed to indiscriminate flotation of stock and bond issues. 

The public of those days was very much like the public of the 
days that are to come, and when money is abundant there will 
surely be capital available to any one who can present a plausible 
promise of high return on capital invested. 

It seems to an accountant an extraordinary thing that the one 
most effective and obvious preventive of the sale of worthless 
stocks and bonds has escaped official notice. 

We believe that the reputable stock exchanges of the country 
will do their utmost to discourage investment in shady under- 
takings, but it must be remembered that there are security marts 
which are not likely to question over-searchingly the intrinsic 
value of securities offered by their members ; and there is a great 
body of small investors who are not able to differentiate between 
truth and fiction and good and bad when it comes to financial 
affairs. 

Here lies the opportunity for the accounting profession to 
justify its own opinion of its value. 
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If congress and the various government departments concerned 
were to insist that no security should be offered to the public un- 
supported by the testimony of an impartial and qualified in- 
vestigator the possibility of successful flotation of invalid or 
doubtful stock and bond issues would be reduced to a minimum. 

For example, if advertisements contained statements of the 
financial condition of the companies made and signed by reputable 
accountants the public could feel a fair degree of confidence that 
things were as they were represented to be. 

Even the most conscientious company officer is likely to over- 
estimate the intrinsic worth of the company with' which he is con- 
nected. 

My dog is ever better than thy dog and sometimes my opinion 
is based more upon intimacy and preference than upon true 
knowledge of canine merits. 

It is altogether unwise to rely solely upon opinions ex- 
pressed by companies issuing securities, and we believe that com- 
pany officers of the right kind would vastly prefer that the state- 
ments of condition should be prepared and presented by impartial 
investigators than by persons on the payroll of the companies con- 
cerned. 

Yet it is a remarkable fact that an offering of securities sup- 
ported by an accountant's statement is a rare exception. 

The accounting profession should stand as the intermediary 
between the investor and the investment. The accountant should 
be the fiduciary of public trust with an obligation to speak the 
truth and nothing but the truth. 

The capital issues committee during its active supervision of 
new issues has been a protection against fraudulent or worthless 
security offerings. During the war there has been small tempta- 
tion and little opportunity to issue securities other than those of 
the government. The tremendous volume of investments in the 
Liberty loans has absorbed practically all the available invest- 
ment capital, but there will be only one or two more colossal 
issues of government securities and the amount of capital avail- 
able for investment will begin to accumulate rapidly. 

We do not believe that the capital issues committee would 
be the best means of preventing deception of the investing public, 
but it seems quite clear to us that there should be some govern- 
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mental requirement relative to the investigation of the financial 
condition of companies seeking to sell securities. The English 
companies 9 act is far and away superior to any federal or state 
legislation in this country governing the issuance of securities, 
and with that act as a model it should not be difficult for congress 
to prepare a measure for the safeguarding of the people's capital. 
We commend to our legislators the consideration of the utiliza- 
tion of the public accounting profession for that purpose in which 
its activities may be most fitly and valuably employed. 
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Edited by John B. Niven, GPA. 

The most hopeful forecast that has been received regarding the passage 
of the revenue bill is that it may be reported by the conferees and passed 
by both houses ready for the signature of the president by Febru- 
ary 1, 1919. 

Supreme court decisions have been quoted in which the right of con* 
gress to impose a tax measured by the income of the previous year is 
affirmed, thus setting at rest the doubts that have been circulated as to the 
constitutionality of an income tax law retroactive in its effect and even 
if enacted in a year subsequent to that to which it relates. 

The only new ruling available, bearing on income taxes, is T. D. 2773. 
It relates to the 1909 corporation excise tax" law, but is of interest be- 
cause of its distinction, as made by the court, between maintenance and 
depreciation. Maintenance, "the upkeep or preserving of the condition of 

the property includes the cost of ordinary repairs necessary 

and proper from time to time for that purpose." But "depredation is not 

to be confused with ordinary repairs," and is "intended to cover 

the estimated lessening in value of the original property, if any, due to 
wear and tear, decay or gradual decline from natural causes, inadequacy, 
obsolescence, etc., which at some time in the future will require the aban- 
donment or replacement of the property in spite of ordinary current 
repairs." Hence repairs were deductible as an "expense," and depreciation 
also, because specifically mentioned in the act. 

The 1917 act contains substantially the same wording in dealing with the 
same subject, which is further explained in article 159 of regulations 33. 
Depreciation is there described as the loss "from wear and tear due to the 
use to which the property is put and which loss has not been made good 
through expenditures for renewals, replacements and repairs deducted 
under the heading of expense for maintenance and operation." 

TREASURY RULING 

(T. D. 2773, November 8, 1918.) 

Special excise tax on corporations— Decision of court. 

A steamship company is entitled to deduct from gross income in annual 
tax" returns required by section 38 of the act of August 5, 1909 (36 
Stat, 112), amounts paid out for ordinary and necessary repairs in the 
maintenance and operation of its business and property and in addi- 
tion a reasonable allowance for depreciation of property, if any. 

In the Distiict Court of the United States for the Southern Division 
of the Northern District of California, Second Division. No. 15782. 

The San Francisco & Portland Steamship Co., plaintiff, v. John /. Scott, 
collector of internal revenue, etc., and August F. Muenter, defendants. 

66 



Digitized by CjOOQIC 



Income Tax Department 

[Memorandum by Bean, district judge (sitting by special assignment).] 

This action is to' recover certain amounts paid by the plaintiff under 
protest as excise taxes levied under the act of congress of August 5, 1909, 
section 38 (36 Stat L., 112) for the years 1910 and 1912. 

In its returns plaintiff included in its deductions for ordinary and 
necessary expenses paid out for the maintenance and operation of its busi- 
ness and property, for the year 1910, $17,068.77 and for the year 1912 
£25,371.40, being amounts expended in each of such years for making 
''ordinary and necessary" repairs to the deck department, engine depart- 
ment, and commissary department of its steamers, and also $59,642.11 for 
1910 and $79,350.96 for 1912 for depreciation of such steamers, being 5 
per cent, of the book value thereof. 

It is admitted that the deductions for depreciation are reasonable and 
should be allowed, but the commissioner ruled that the cost of making 
ordinary and necessary repairs was not a proper item to be included in 
the operation and maintenance expenses but was covered by the deduc- 
tions for depreciation and required plaintiff to pay taxes thereon, which 
it did under protest and hence this suit. 

The question thus raised does not seem to have been directly decided 
in any reported case to which my attention has been called or which I 
have been able to find, although the cost of repairs and upkeep was as- 
sumed in Grand Rapids & Indiana Railway v. Doyle (245 Fed., 792) to be 
an item properly included in operating and maintenance expense. 

Under the law the tax 1 is to be laid on net income and such net income 
is to be ascertained by deducting from the gross income (1) all the 
ordinary and necessary expenses actually paid within the year out of in- 
come in the "maintenance and operation" of the business and property; 
(2) losses actually suffered not covered by insurance, including a reason- 
able allowance for depreciation, if any. * * * 

It will thus be seen that the deductions allowed are to include not only 
ordinary and necessary amounts actually paid out in the operations of the 
property but also the amounts paid out in the maintenance thereof, and 
in addition a reasonable sum for depreciation, if any. Now, the operation 
of a business or property includes payment for labor and materials which 
go into the actual operation thereof, while maintenance means the upkeep 
or preserving the condition of the property to be operated and therefore, 
in my judgment, includes the cost of ordinary repairs necessary and proper 
from time to time for that purpose. Depreciation as used in the statute 
is not to be confused with ordinary repairs. It is intended to cover the 
estimated lessening in value of the original property, if any, due to wear 
and tear, decay, or gradual decline from natural causes, inadequacy, 
obsolescence, etc, which at some time in the future will require the 
abandonment or replacement of the property in spite of ordinary current 
repairs. It follows that the tax complained of was illegally exacted and the 
plaintiff is entitled to judgment for its recovery. Findings may be pre- 
pared accordingly. 
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Edited by Seymoub Walton, C.P.A. 
(Assisted by H. A. Finney, C.P.A.) 

Institute Examination, Novbmbsb, 1918 
In regard to the following attempt to present the correct solutions to the 
questions asked in the examination held by the American Institute of Ac- 
countants in November, 1918, the reader is cautioned against accepting the 
solutions as official. They have not been seen by the examiners — still less 
endorsed by them. 

Auditing 
Question i: 

How would you proceed to audit the books and accounts of the treasurer 
of a local Red Cross chapter? What evidence would you require as to 
tiie propriety of disbursements, and how would you ascertain that all 
receipts were duly recorded T 

Answer: 

In the only local chapter with which I am at all acquainted there is no 
auditor or comptroller. There is a director or supervisor for each bureau 
or section of the work, a business manager and a chairman of the finance 
committee. In auditing the disbursements I should require the production 
of requisitions by the directors or supervisors of the various sections, 
approved by the business manager or his assistant Proof of the receipt 
of goods purchased should be furnished by the records of the various 
receiving departments. 

The proof that all receipts had been duly recorded would depend 
largely upon what kind of internal check was employed. If money for 
subscriptions, memberships, etc., was received by one person and the receipt 
given by another, it would be necessary only to test enough of the work 
to satisfy oneself that everything was regular. If the same person both 
took in the money and issued the receipt there would be no way to vouch 
for the accuracy of the records. Stubs of receipt books or carbon copies 
of receipts are no proof at all It is manifest that a stub need not cor- 
respond with a receipt that is given up and is not available for com- 
parison. A carbon may not be a true copy of the original. It is easy to 
insert above the carbon a sheet of paper thick enough to prevent any 
record by the carbon when the receipt is written for one amount, and then 
to write on ordinary paper a receipt for a smaller sum which will be 
copied by the carbon. In an office this would be hazardous as there is 
great danger of its being observed by others of the office force, but it 
could be done by outside solicitors. 

In a very small chapter one person is likely to be in charge of every 
department No actual audit is possible in such a case, and reliance must 
be placed on the character of the person in charge, who is always a lady 
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of standing in the community. The citizens of a small city usually know 
fairly well what a person in a prominent position is doing, and virtually 
constitute an auditing committee in themselves. 

The question does not ask for proofs of payments. 

Question 2: 

Draw up an outline of a report on your audit of the accounts of a 
corporation that has recently erected a large apartment house. Assume 
your instructions covered the period of erection and at least one year of 
operation. 

Answer: 

The question does not imply that the corporation was organized to 
build and operate one building alone. Therefore no report is* made as to 
the organization of the corporation. 

I should report that I had examined the contracts and vouchers for 
the erection of the building and had found that they furnished satisfac- 
tory proof that the labor and material cost amounted to so many dollars, 
detailed in annexed exhibit as the cost of excavating, foundations, brick, 
stone, etc, etc, subdivided to a greater or less degree, as desired. The 
plants for heating and for hot water and the distribution systems for these 
and for cold water should be scheduled separately, as should also be an 
electric system, if the building furnished its own electric light The cost 
would also include the architect's fee, city permits, fire insurance during 
construction, employers' liability insurance and every other expense neces- 
sitated by the work of construction. 

Finally there would come the cost of financing. If bonds had been 
sold to cover part of the cost, I would report that I had verified the price 
at which they had been sold by evidence furnished by the brokers. If sold 
at a discount, I would state the effective rate of interest for future guid- 
ance in writing off the discount. 

In deference to the general opinion, I would add to this cost of the 
building any interest paid to contractors or paid on notes payable to raise 
money temporarily, and also the interest on the bonds at the effective rate 
until the building was ready to receive tenants. 

Covering the year of operation, I would report that I had examined 
the leases on file and had compared their terms with the rent register, 
and that I had thus been able to verify the rent which ought to have been 
received, balancing this against -the rents which the cashbook showed had 
been paid and the unpaid rents due by delinquent tenants, detailed by names 
and amounts. 

I would report that I had found proper vouchers for all disbursements 
and had satisfied myself that all accounts payable were on the books. The 
procedure would not differ from that of any other audit. 

I would prepare and submit a profit and loss statement, exhibiting the 
total rents earned, less a reserve against bad debts, then a detailed list of 
expenses, such as salary of superintendent, janitors 9 salaries, janitors* sup- 
plies, fuel, salaries of engineers and firemen, insurance, repairs, deprecia- 
tion of the building and of the heating and other equipment, and any 
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other expenses large enough to classify except as "miscellaneous." De- 
ducting the total of these expenses from the rents, I would show the 
difference as "operating profit." I would then list the financial expenses 
of interest on notes payable, if any, of interest on bonds and of pro-rated 
discount on bonds. Deducting these from the operating profit, I would 
show the "net profit (or loss)" for the year. A proper balance-sheet 
would complete the report. 

If any rents were paid in advance at the end of the year, I would, of 
course, treat them as deferred credits, and not as earnings. 

Question 3: 

A corporation has issued $1,000,000 of 6 per cent 20 year bonds at 90 
and for 8 years has written off 5 per cent of the discount each year. Last 
year an opportunity occurred to buy in $200,000 at 85, which was done and 
the bonds were canceled. The directors propose to take up into their 
year's revenue $30,000, the discount saved upon extinction of this liability. 
Do you approve? If not, what course would you advise, or, if they insist 
how would you act? 

Answer: 

Since, in an examination I do not have access to a bond value table, 
and have not time to calculate the effective rate of interest myself, I am 
forced to use the crude method, already adopted, of writing off 5 per cent 
of the discount annually. 

Of the original discount of $100,000 there has already been written off 
5 per cent or $5,000 annually for 8 years, or $40,000. This leaves the 
carrying value of the bond liability $940,000—11,000,000 less balance of 
discount $60,000. The bonds are being carried at 94. 

Therefore the $200,000 of bonds bought stood on the books as a net 
liability at 94, or $188,000. When 85 or $170,000 was paid for them there 
was a saving in discount of $18,000— not of $30,000. 

The debit to bonds $200,000 would be represented by 
Cash $170,000 

Remaining discount 6% of 200,000 12,000 

Discount charged off 4% of 200,000 8,000 

Saving or profit 10,000 $200,000 



Besides the credit to cash, there should be a credit to discount on 
bonds of $12,000. The $8,000 represents discount already charged off and 
now recovered and is therefore a legitimate credit to surplus. As the 
$10,000 is also a saving of discount, it might be called an extraneous 
profit to be credited to surplus, but a more conservative procedure would 
be to credit it to discount on bonds, reducing the balance of that account 
to $38,000, and consequently reducing the annual write-off of bond dis- 
count from $4,000 to $3,166.67. This will realize the profit of $10,000 in 
12 annual instalments of $833.33 each, instead of in one lump sum now. 

If the directors, after having the matter explained to them, insisted on 
crediting surplus with $18,000, I should yield to their wishes. If they 
insisted on the credit of $30,000 I should protest and refuse to sign an 
audit certificate. 
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Question 4: 

"Inventory of merchandise should be carried at cost or market, which- 
ever is lower." Do you assent to this proposition? Can you suggest cir- 
cumstances in which you would approve a departure therefrom? Would 
you be influenced by events or conditions subsequent to the date of closing 
the accounts? Give reasons. 

Answer. 

As a general rule the proposition is sound. The object of a balance- 
sheet is the exhibition of the true condition of a business. An inventory 
appearing in it is supposed to represent actual value at a given date. If cost 
is used when that is higher than the current market value a wrong impres- 
sion is given of the stock-in-trade. This may be used as an argument for 
valuing at market when that is higher than cost, but this argument is met 
by the stronger argument that a profit must not be anticipated. The same 
object can be attained as far as financial standing is concerned by using the 
cost valuation and showing the market value as a note. 

It is contended by some that if a profit is not made until the goods 
are sold, and therefore that no profit is realized in the increase in market 
value, it will equally follow that no loss can be incurred except through a 
sale. The only answer to this is that it is more conservative and is also 
wiser to anticipate a loss than a profit 

One condition that would require the use of the market value for 
materials on hand, whether that value were lower or higher than cost, 
would be the preparation of a balance-sheet to be used as the basis of 
the sale of the business. The purchaser should pay whatever the goods 
would cost him in the open market 

If a fall in the price of raw materials does not carry with it a corre- 
sponding drop in the selling price of the product, there does not seem to 
be any imperative necessity for using the market price. The rate of profit 
is apt to be more steady if cost is used. 

If the statement was being made some time after its date and in the 
meantime the market, which had been lower than cost at that date, had 
risen to or above cost, I should feel justified in using cost price, on the 
ground that the drop had been merely a temporary fluctuation. 

Question 5; 

Assume you are to audit periodically the accounts of the trustees of a 
decedent's estate, holding a large number of investments and frequently 
adding thereto. Outline a plan for your own guidance to detect the failure 
to collect or record the income from such investments. What would be 
your attitude regarding accrued interest or dividends in closing the ac- 
counts periodically? 

Answer: 

If my audit begins with the appointment of the trustees, my first duty 
would be to ascertain what securities had been turned over to them by the 
executors. Then I would verify all the subsequent purchases as to price 
and time of purchase. This would enable me to make a schedule of all 
securities held. 
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This schedule should show the rate of interest and date of its pay- 
ment on all bonds and mortgages and other notes and of dividends on 
preferred stocks. If the cashbook did not show receipts corresponding 
to these records, it would be my duty to ascertain the reason. 

If any of the investments consisted of common stock, the dividends 
that had been paid could be ascertained by consulting financial journals 
with respect to many stocks whether listed or not Correspondence with 
officers of companies whose dividends were not so recorded would estab- 
lish the rate and date of any dividends they may have paid Absence of a 
record of the receipt of these dividends on the cashbook would require 
explanation that it might be difficult to make. 

As the trustees of an estate are not conducting a business for profit, 
I should pay no attention to accrued interest in closing the books. The 
only duty of the trustees in regard to the income is to collect it all and 
to account for what they collect The only time accrued interest would 
affect their accounts would be when they bought interest bearing securities 
on which interest had accrued or if any securities were sold or were given 
to any heirs in place of a cash distribution. In this country dividends, 
even if preferred, are generally considered as not accruing from day to 
day, but as belonging to the period in which they are declared ; therefore 
no accrued dividends would be noticed, unless already declared 

Question 6: 

Give some general principles which will guide you in determining 
whether too much or too little provision has been made for depreciation 
of buildings, machinery, tools, goodwill; patents, franchises. Would a 
flat rate cover all these assets satisfactorily? 

Answer: 

Montgomery says that depreciation is a local issue, by which he means 
that the rate is governed by local conditions. The auditor should study 
these conditions, seeking the advice of those who are thoroughly ac- 
quainted with the situation. For instance, the character of the water 
used may affect the life of a boiler. The fixing of the rate then becomes 
a matter of judgment, based on the greater or less experience of the 
auditor, as to the probable life of the asset. 

In the case of buildings or machinery the amount of repairs would 
affect the rate, since an asset that is kept in first-class order will not 
depreciate as fast as one that is allowed to run down. Actual replacement 
of parts should be charged to depreciation reserve. If charged to repairs, 
the rate of depreciation should be smaller. If machinery is fitted only to 
produce a certain output which is not likely to be required after a com- 
paratively short period or if it is liable to be superseded by improved 
machines, the rate of depreciation should be largely increased. This 
applies also to patents. 

If by tools is meant only those that are perishable, no rate of deprecia- 
tion can be applied to them, because the variation in them is too great 
They should be treated in either of two ways: (1) an inventory should be 
taken at the end of a fiscal period and the difference between it and the 
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tools account should be charged to tool expense; or (2) the normal 
quantity of tools required should be determined and the supply always 
kept up to that standard, all purchases of tools being charged to tool 
expense. 

Goodwill, since it represents earning power in excess of the normal, 
does not depreciate in a prosperous concern, and therefore does not have 
to be written off. On the other hand, if the concern is not prosperous, 
there will be nothing against which to write it off, unless the capital is 
reduced. 

Patents do not depreciate— they waste by lapse of time. As their life 
is known, the annual rate of reduction in value is also known. This is 
modified, as already stated, by the danger of supersession, which in a sense 
is depredation. 

Franchises, when limited in time, are much like patents. When un- 
limited there is no occasion for writing them off, unless there is some 
reason peculiar to the case why they are liable to lose their value. 

Applying to assets of such varying natures a flat rate of depreciation 
covering all alike would be impossible. Each class must be treated sep- 
arately on its own merits. 

Question 7: 

On pointing out the insufficiency of the provision for depreciation on 
machinery, which the directors admit, you are met with the argument, 
supported by evidence, that the real estate values have appreciated to an 
even greater extent than the entire depreciation of other assets. As this 
latter is not taken up on the books you are asked to allow the one to offset 
the other. Give reasons for your agreement or disagreement 

Answer: 

The answer must be one that would convince the directors, who are not 
accountants. 

First, I would object to keeping accounts by unexpressed offsets, 
especially when the items are dissimilar. Depreciation of machinery is a 
manufacturing expense; increase in value of real estate, if allowed, is an 
extraneous or accidental profit Therefore, if the contention of the 
directors is to prevail, an entry must be made charging real estate and 
crediting reserve for depreciation. 

Next, I would call attention to the fact that the writing up of the real 
estate would put on the books a profit that had not been and might never 
be realized, since real estate has an unfortunate uncertainty as to value, 
which might cause a drop even greater than the recent rise. I would try 
to show them that a profit could arise only from a sale, and that the opinion 
of a real estate broker, even backed by an offer to buy, was not a sound 
basis for a profit, unless his offer was accepted and the profit was actually 
realized in money. 

Finally, I would state that it made no difference which manufacturing 
expense was offset against the rise in value of the real estate— therefore 
that it would serve their purpose fully as well to allow the depreciation 
to be charged as it should be, and then to charge the indirect labor of one 
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of the departments to real estate, because it happened to be the right 
amount. The "reductio ad absurdum" is often a potent argument to those 
who do not understand accounting principles. 

Question 8: 

A financial institution has a large amount of capital invested in mort- 
gages which are constantly changing. Suggest a plan for confirming by 
averages, and without a complete detailed examination of every account, 
the amount of income on this investment taken into profit and loss account 
for a year under examination. 

Answer: 

Each day of the year one day's interest accrues on the mortgages on 
hand, therefore the total interest earned in the year will be one day's 
interest on the sum of the daily balances of the mortgages account for the 
year, or one year's interest on the average of the daily balances, found 
by dividing the sum of the daily balances by 365. 

If the institution is a bank, it should have a daily trial balance from 
which the daily balances of mortgages on hand may be obtained. If not, 
they must be built up from the ledger account and checked with the trial 
balance from time to time. For a Sunday or a legal holiday the balance 
of the preceding day must be repeated, since interest accrues every day, 
whether a dies non or not. 

In listing and adding the balances sufficient accuracy will be attained 
for auditing purposes by taking the nearest hundred dollars of each bal- 
ance. That is, $263,428.19 would be called $263.4, while $263,469.38 would 
be $263.5. 

This is all based on the assumption that all the mortgages bear the 
same rate of interest. If the interest varies, no average is possible unless 
the auditor classifies the paper by opening a memorandum ledger account 
on his own sheets with each class of mortgages. 

Question p; 

State how you would satisfy yourself that all outstanding liabilities of 
a business are properly taken up in the balance-sheet Point out what you 
would like to find by way of system that would simplify this task. How 
would you indicate on the balance-sheet as of December 31st : 

(a) Preferred dividend (cumulative) due the previous November 1, 

not declared; 

(b) Ordinary dividend for the year, declared the following Jan- 

uary 22nd; 

(c) Ordinary dividend declared December 30th, payable Feb- 

ruary 1st? 
Answer: 

The verification of outstanding liabilities is one of the most difficult 
tasks of an auditor, because manipulation of the accounts would consist of 
the omission of entries crediting accounts payable for goods received 
whether the goods were included in the inventory or not 

If the omitted liability is one item of a number bought from the same 
concern during the month, the statement of that concern would disclose 
the omission. If only one bill had been bought from a concern during 
the last month, its suppression would not be thus discovered. 
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Nearly every concern has some system of recording the receipt of goods. 
The auditor should check all important items for the last fortnight or so 
of the period to see that they have been entered in the purchase journal 
or voucher register. If there are any indications in the inventory as to 
when goods were bought, purchases of recent date should be traced, as 
they may have been put into the inventory and both receiving and financial 
records held up until after the close of the period. 

If the audit is being made some time after December 31, the entries 
in the purchase journal or voucher register since that date should be 
examined to see whether or not they include items that should have 
appeared prior to the closing of the books. The auditor should remember 
that it is not admissible to omit liabilities because the goods are not 
included in the inventory.' While profits are not affected, the financial 
standing is, because in this way quick liabilities are offset against slow 
inventory assets. 

I should like to find a complete system by virtue of which no goods 
of any kind could be received without going through a receiving depart- 
ment where competent records were kept The ability to check these 
records against an equally competent and independent stores record and 
these against the proper purchase and accounts payable entries would 
greatly simplify the task of the auditor. 

Accrued liabilities for taxes, wages, etc, would be easily ascertainable 
from the records. 

To detect notes payable outstanding and not recorded, the auditor 
should inquire closely into the source of any large receipts of cash as 
shown by unexplained items on the cashbook. The amounts may be 
credited to the personal accounts of some of the officers. If they were 
allowed to remain there intact, they would appear as liabilities, it is true, 
but not of the same character as notes payable in the hands of outsiders. 
If such notes were renewed, interest would have to be paid. Therefore 
the auditor should always verify payments of interest as being due on 
recorded notes. If there is no recorded note to which the interest is 
applicable, the auditor would be guilty of gross carelessness if he did not 
discover the existence of the unrecorded note. 

However, there are circumstances in which an auditor is not to blame 
for not discovering an unrecorded note. If the money is borrowed from 
persons other than the usual sources of loans, is used directly in pay- 
ment for goods without going through the cashbook and the goods can be 
received without being recorded in a receiving department, either through 
lack of system or in any other way, there would be no record which would 
give the auditor any clue. If the interest on a renewal is paid by the 
personal cheque of an officer whose account is covered by a credit for some 
special expense, such as travelling, the auditor could not possibly detect 
the existence of the note. 

(a) Cumulative preferred dividends are not a liability until they are 
formally declared; therefore they cannot be put on the books. 
In preparing a balance-sheet, however, a notation should be 
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made after the title surplus, "subject to past due preferred divi- 
dend of $ " This is done in order that all parties in 

interest may have due notice of the true condition of affairs. 

(b) No notice should be taken of a common dividend that is not 

declared until after the date of the balance-sheet 

(c) Any dividend declared prior to the date of a balance-sheet, al- 

though not payable until after it, should be credited to dividends 
payable and charged to surplus, when declared. It would ap- 
pear on the balance-sheet as an active liability, classed with 
ordinary accounts payable, but separately stated. 

Question 10: 

Your verification of the securities of a corporation has to be made at 
a date about two months subsequent to the date of the balance-sheet you 
are asked to certify. Can you suggest steps which will enable you to do 
this without risk of overlooking serious overstatement? 

Answer: 

The proper procedure would be to trace all transactions in securities 
for the two months since the date of the balance-sheet Starting with a 
list of the securities purporting to be on hand at the balance-sheet date, 
any sales that have been made should be verified by brokers' statements, 
and purchases should be verified by similar statements for prices and by 
finding the securities on hand. In this way a complete schedule could be 
prepared of the securities that should be on hand at present The securi- 
ties actually on hand should be compared with the schedule. All securities 
should be examined at one time to prevent manipulation. Certificates out 
for transfer should be verified by correspondence. 

Question n: 

In auditing the books of a club with a restaurant, bar and cigar stand 
you are not satisfied that supplies are properly accounted for, although an 
inventory is supposed to be taken every month. How would you %et 
about verifying your suspicions regarding the more expensive commodities 
(wine, liquors and cigars)? 

Answer: 

I should adopt a plan which should be used by all clubs to detect such 
shortages. Either quantities or retail prices may be used, the latter be- 
ing more convenient. 

Using cigars as an example, the inventory at the beginning of the 
month is classified by retail prices and extended at those values. To this 
Is added the retail price of all cigars purchased during the month. From 
this total is deducted the amount which the records show were sold during 
the month, which, of course, would be at retail prices. The remainder 
should be the value at retail of the cigars on hand at the end of the 
month, which should be compared with the inventory extended at retail 
prices. 

This will be an approximate verification, owing to the varying prices 
at which many cigars are sold, as in the case of those that retail at 10 
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cents each or 3 for 25 cents. An analysis of a few days' sales could be 
made to establish the average custom in that respect, which would make 
the approximation closer. 

Of course, the use of retail prices would be confined to the verification 
of quantities sold For financial statements the inventory should be at 
cost 

Wines and beer that are sold only by the bottle are very easily checked 
as to quantity, but liquors sold by the portion are less easy to check, 
because they are subject not only to a difference in price according to the 
number served at each order, but also to a difference in the size of the 
portions when each consumer pours out his own portion. The latter 
difficulty is obviated when each portion is served in a small bottle, so that 
the exact number of portions in the original container is known. 

Question i»: 

Indicate what would guide you in examining and criticizing accounts 
receivable carried on the branch office books of a business. What would 
you require before 

fa) accepting the debts as good, or 
b) writing off those you were told were bad? 

Answer: 

The question does not state whether or not I am examining the books 
at the branch itself. If I were, or if the home office were in possession 
of carbon copies of all the branch accounts, 

(a) I would consider as good all accounts that were not past due or 

that were only slightly past due, if satisfactory reasons 
were given for the delay; 

(b) I would recommend writing off those that were long past due, 

the customs of the business in regard to length of credit 
being taken into consideration. 

If I did not have access to the branch books or to authentic copies of 
them, I should be obliged to rely on a classified trial balance of the 
accounts receivable arranged in columns for those that are current, a 
short time past due and long past due, certified to by both the bookkeeper 
and the branch manager. If monthly trial balances had been sent in by 
the branch, the accounts long past due would probably be revealed by 
their balances not having changed for a number of successive months. 

If any cause existed for believing that, by reason of insufficient control 
or internal check, the branch management had concealed peculations of 
collections from accounts receivable, I should require authorization of all 
non-cash credits to customers' accounts, and should then circularize all ' 
debtors. 

Increase in Stum page Value 

Editor, Students' Department: 

Sir: It is generally conceded that fixed assets should be carried at 
the original cost value. 

In the case of timber lands bought many years ago, this appears to 
have aroused a storm of contention when the government proceeded to 
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fix prices in the various lumber industries. The prices naturally were to be 
fixed on the basis of present costs and the lumber men have contended 
that the present market value of the timber stumpage should be used. 

A prominent man argued strongly before the federal trade commission 
recently on this matter and was opposed by one of their experts. The 
lumber man gave a number of different reasons for his stand, the most 
important ones being as follows: 

The amount that should be charged into the manufacture of lumber, 
for timber as exhausted— in other words, the stumpage charge— should be 
the reasonable market or replacement value thereof at the time when sajd 
timber is manufactured into lumber because: 

1st The manufacturer is entitled to the reasonable market value in 
liquidating his investment, to the same extent that the timber owner is 
entitled to said reasonable market value in the sale thereof to a prospec- 
tive manufacturer. 

2nd. The manufacturer originally invested not only to earn a profit 
in manufacturing, but also to earn the increment in the propertv in which 
he invested. This was the chief reason for investing, along with the 
assuring of a stable timber supply. 

3rd. The stumpage should be absorbed in the operation of the manu- 
facturer who owned his stumpage, in the same manner as if he was con- 
ducting two distinct operations with two different sets of stockholders, 
and the reasonable market value of his stumpage should be included in his 
cost rather than his original purchase price, plus his carrying charges.. 

Will you please give me your opinion on this matter, as the industry 
with which I am associated is confronted with the same problem. 

Yours very truly, 

G. W. W. 

Your first sentence speaks of fixed assets, but your problem does not 
deal with fixed assets. 

The proper definition of a fixed asset is one that is a permanent invest- 
ment, necessary to the business and not intended for sale. Stumpage will 
not come under this classification. It is in a class by itself, a floating 
asset, but not a quick asset. It is midway between a fixed and a quick 
asset, as the latter is usually understood. It therefore is not subject to 
the rules that govern strictly fixed assets. 

The treatment of very slow floating assets has not been very much 
discussed in the text books. Besides stumpage there are others, such as 
hubs, felloes, etc., in a wagon factory, which are kept seven or eight years 
to season; whiskey in storage to be aged, etc In these cases the asset 
grows more valuable intrinsically each year. This increase in value is not 
an unearned increment, because in each case it has cost the owner interest 
on the money invested, and in some cases storage and insurance. I can- 
not see that there is any difference in kind between this increase and the 
increase in value of a baby pig to a fat hog. If the farmer is entitled to 
raise the value of his hog, I think the lumberman should be allowed to 
increase the value of his stumpage. 

Of course, this is only my personal opinion and must be taken as such. 
If the federal trade commission does not agree, its decision must govern. 

Book Entries as Affecting Contracts. 
Editor, Student/ Department: 

Sir: I have recently run across a problem on which I would like a 
little information. I have three solutions, one each from the two parties 
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most concerned and my own, and no two of them agree. The case is as 
follows : 

A employs B for a period of ten years to build a plant, A to furnish all 
capital necessary, B to construct the plant and after construction operate 
it under the direction of A. B is to receive a stated monthly salary* pay- 
able in cash, plus a share equal to 5% of the net profits of the business 
from and after the commencement thereof, which share shall be credited 
to the account of B upon the books of the company, and shall remain in 
the business and be credited and accumulated during the remainder of 
the employment period until the share of accumulated profits shall amount 
to l/20th of the then total valuation of the property, the plant and busi- 
ness, including working capital, and all subsequent additions thereto to 
the time of said computation, when the accumulation shall cease and B 
shall be entitled to and own tree and clear an undivided l/20th share or 
interest in the property, plant and business, including working capital, 
which share or interest shall be thereafter credited with its proportionate 
share of the earnings of the business as a fully paid interest therein. . . . 

At the expiration of the employment period A or his legal represent- 
atives, "will purchase the share of B at its then book value for cash, said 
book value to be figured upon the original cost of said property, plant and 
business with all additions thereto, including undivided profits thereon with- 
out deduction for depreciation thereof/' 

It is over this last clause that the trouble has arisen. The plant has 
been operated for several years without allowing for any depreciation, but 
now in order to take advantage of that part of the income tax which 
permits depreciation to be deducted in arriving at net profit, A insists upon 
depreciation being figured. B contends that he will lose by this operation. 
It will, of course, have the effect of reducing his share of the profits, so 
that at the end of the employment period his account will be smaller by 
l/20th of the amount of the reserve set up for depreciation. The ques- 
tion is, will he jeopardize his right under the contract to enforce a settle- 
ment on the basis of the contract by allowing depreciation to be taken 
into the accounts at this time? 

Another question: we have been reserving from current profits and 
charging our monthly operations with a certain per cent of the payroll, 
the reserve to take care of claims of employees under the workmen's com- 
pensation law. Suppose, at the end of the employment period there is 
quite a snug balance to the credit of this account, would B be entitled to 
his l/20th share of this account as an undivided profit? 

Yours very truly, 

Hillsboro, Illinois. A. R. T. 

The first question is too much like a legal question for a mere account- 
ant to pass positive judgment upon it. However, I hazard the opinion that 
B will not jeopardize his interests by allowing the setting up of a reserve 
for depreciation. The contract virtually says that the book value is to be 
figured on the original cost without deduction for depreciation. If this 
means anything, it means that in estimating the book value of the business 
the reserve for depreciation shall be ignored. It must be added back to 
the surplus profits as if it had never been charged off against them. This 
does not have to be done on the books — it is merely part of the calcula- 
tion of the price to be paid by A. It is plain that B gains an unfair 
advantage, but that is what the contract calls for and he is entitled to it 
No routine entries on the books can be considered an alteration of the 
contract. 
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A general reserve, such as a reserve for contingencies, or, as in this 
case, a reserve for workmen's compensation, is always considered a sub- 
division of the surplus. The surplus itself is a reserve for contingencies 
and any reserve that is intended to cover an event that is not certain to 
happen is a mere sub-class of the surplus. It differs radically from a 
reserve for depreciation, which is not part of the surplus, because it repre- 
sents an expense which has already occurred or is absolutely certain to 
occur. B is therefore entitled to his share of the business without any 
deduction on account of the reserve in question, provided all claims 
against the reserve have been settled to date. 



William P. Field & Co. announce the removal of their offices to rooms 
315-316 Edificio Horter, Obispo 7, Habana, Cuba. 



Haskins ft Sells announce that Edmund C. Gause, manager of the 
Pittsburgh office of the firm, has been admitted to partnership as of De- 
cember, 1918. 



Robert M. Holtzman announces the removal of his office to 509-510 
Lincoln building, Philadelphia. 



McLaren, Goode ft Co. announce the opening of a branch office at 
Deseret Bank building, Main, Street, Salt Lake City, Utah. 



Davis, Teeter & Niquette announce the opening of a branch office at 
805-6 Ford building, Detroit, Michigan. 



J. S. M. Goodloe announces the opening of an office at 141 Broadway, 
New York. 



A. G. Lingley announces that he has severed his connection with Pat- 
terson, Teele ft Dennis and is now auditor of the National City Bank of 
New York, 55 Wall Street, New York. 



The Gross Accounting Company announces the removal of its office to 
141 Broadway, New York. 



Crockett, Couchman ft Crawford announce the removal of their Kansas 
Gty offices to 609-610 Republic building, Tenth and Walnut streets. 
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Depreciation in Telephone Utilities* 

By Wade Kurtz 

In no class of public utilities is there a more fertile field for 
speculation as to what depreciation includes and the annual 
amount to be charged against operating expenses'to protect suffi- 
ciently the capital investment, while doing justice to the public 
interests, than in the telephone companies. The differences of 
opinion and practice vary all the way from the complete elimina- 
tion of accrued depreciation as an operating expense to the setting 
aside of a reserve amounting to an annual charge of as high as 
ten per cent, of the plant value in certain isolated cases. In fact, 
the whole question of depreciation in telephone utilities is so 
debatable that no one can say that a certain rate of depreciation 
is correct under certain conditions. 

Aside from errors in accounting principle and the elimination 
of depreciation for the purpose of manipulating the income 
account, there are numbers of very good and sound reasons for 
the various charges for accrued depreciation among telephone 
companies, the most important of which are the following: 

I. The climatic conditions are so variable in different locali- 
ties, and the plant being so largely exposed to the elements, there 
is an entirely different result for each locality. 

II. The telephone business is so young, and has had such a 
remarkable growth, that it has not had sufficient time to give 
results upon which the courts, engineers and accountants can 
base a definite and final opinion. 

*A thesis presented at the November, 1918, examinations of the American Insti- 
tute of Accountants. 
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III. One company may have its plant largely of overhead 
construction, while others, especially in large cities, would be 
entirely underground. The latter being more permanent reduces 
the rate of depreciation. 

IV. A plant situated so that it is in danger of extraordinary 
casualties, such as the flood loss in the spring of 1913 along the 
Ohio and Miami rivers, causes very excessive depreciation. 

V. The depreciation is greater in smaller companies than in 
the larger ones, because as a rule the plant is not so well main- 
tained and is constructed with cheaper and shorter lived material. 

VI. The risk and contingencies are greater in a small plant 
than in a large one, thus causing greater depreciation, as there is 
not the average a larger company obtains. This is somewhat 
analogous to carrying one's own insurance instead of through an 
insurance company. 

VII. In a small company the loss on account of inadequacy 
is much less than in a large and growing city. Stagnation of 
growth in a locality decreases depreciation because there is no 
inadequacy. 

VIII. There is a wide difference of policy in the various 
telephone companies in their arbitrary distinctions between main- 
tenance and depreciation charges. When maintenance charges 
are high, depreciation is decreased, and when maintenance is low, 
the depreciation is higher. 

IX. As telephone plants tend to reach their final peak of 
stability, both depreciation and maintenance charges are gradu- 
ally decreasing. 

X. The quality of service which it is necessary to maintain 
affects depreciation. In some concerns where the very best service 
is not maintained, the plant can depreciate to the limit before 
replacements are necessary. In other localities this condition 
would not be permitted. 

It can readily be seen that considering the foregoing reasons 
and their possible combinations, there is a large field for variation 
in the rates of depreciation used by the different companies. A 
large company may have as many variations in rates as it has 
exchanges, but it has the advantage of averaging the expense over 
its entire plant, and it is so handled on the general books for 
accounting purposes. Subsidiary records should be kept, however, 
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showing the depreciation reserve and all charges against it by the 
various exchanges. This is essential for statistical purposes as 
well as for rate-making purposes before the utility commissions. 

Elements of Depreciation 
Inasmuch as the setting up of a depreciation reserve is intended 
to level the expenses by apportioning to each period its just share 
of the expense, the tendency seems to be to broaden the meaning 
of depreciation by including as charges against the reserve items 
which are not strictly the result of wear and tear but do result in 
a loss of plant values. These various elements of depreciation 
which are to be considered in arriving at a just rate in the tele- 
phone utilities are as follows: 

I. Gradual lessening in the value of the plant until it 

arrives at the normal value. 
II. Renewals and replacements. 

III. Extraordinary repairs. 

IV. Obsolescence. 
V. Inadequacy. 

VI. Municipal requirements. 
VII. Cost of recovering salvage and the removing of retired 

or abandoned properties. 
All the above are causes for the perpetual decrease in plant 
values, and proper recognition must be given them before correct 
profits can be ascertained. 

Normal Value 
A vital phase of telephone depreciation, with which the 
average person is not familiar, is the normal value toward which 
an average plant tends to gravitate, beyond which the loss due to 
wear and tear does not go. In other words, the plant of a tele- 
phone company, in order to give efficient service, must be main- 
tained on the average at about eighty per cent, of its original cost. 
When the plant is allowed to depreciate to approximately seventy- 
five per cent, of its cost, engineers seem to agree that the service 
is unsatisfactory, and, should the plant be allowed to decline much 
below that average, it will soon arrive at a point where the render- 
ing of service is impossible and revenues will cease. It seems, 
therefore, that aside from a reserve for contingencies, a telephone 
company has no right to create a depreciation reserve for any 
larger amount than the difference between the original cost and 
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the normal value of approximately eighty per cent., which would 
be twenty per cent, of the cost of the plant. After this decrease 
in the average value of the plant has been provided for, the only 
just charges for depreciation would be for current renewals and 
extraordinary items. 

The reserve thus set aside, while the plant is settling down to 
its normal condition, will never be used for replacements, and its 
only possible use is to keep the original investment intact There 
are two possible dispositions of this reserve : 

I. If there are extensions of plant needed, it can be used 
for that purpose. 

II. If no extensions are necessary, the fund can be dis- 
tributed to the stockholders as a part return of their capital 
investment. 

In business practice the second method is never intentionally 
followed, although in many concerns it has been done uninten- 
tionally. As a rule, it is invested in plant extension, thus avoid- 
ing the necessity of borrowing funds for that purpose and at the 
same time maintaining the original investment. 

Renewals and Replacements 
While a large plant as a whole, if properly maintained, never 
depreciates below its normal value, it must not be overlooked 
that in spots the plant is continually decreasing in value until it 
must be renewed or abandoned, and at some time the whole plant 
will be replaced either in kind or by the substitution of a new 
unit, and provision must be made for this expense. The net loss 
will be the difference between the original cost of the plant and 
the cost of removal, less the salvage, which in the telephone busi- 
ness is a very large and important item. A great deal of the 
material recovered still has sufficient life remaining to warrant 
its being placed in stock and re-used in later construction of plant. 

Extraordinary Repairs 

The name "extraordinary repairs" is to an extent a misnomer, 
and as a result there is considerable confusion in the telephone 
companies as to just what this term is intended to include. The 
interstate commerce commission has defined the charges under this 
heading in a general way as follows : 

The depreciation accruing in property which cannot be readily indi- 
vidualized, such as pole lines, wires, cables or other continuous structures, 
where expenditures for repairs or replacements of individual parts ordi- 
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narUy are not actually made until the later years of the life in service of 
such property, and when made may, therefore, he classed as extraordinary 
repairs. 

In the System of Accounts for Telephone Companies, under 
the explanation of "repairs defined" the commission gives a more 
detailed statement of these charges as below : 

I. Restoring to an efficient or proper condition buildings, 
structures or other units of property which have deteriorated. 

II. Substituting, in order to maintain normal efficiency, new 
parts for old parts of continuous structures, such as pole lines, 
cables, wires, conduits, etc., where such substitutions do not amount 
to a practical replacement of any considerable length of such con- 
tinuous structures. 

III. Restoring the condition of property damaged by storms, 
floods, fire or other casualties. 

IV. Recovering salvage and removing retired or abandoned 
property in connection with the above work. 

It can readily be seen that, in the telephone business where 
the money is continually being put back into plant, this item of 
extraordinary repairs becomes most important. 

The reason for not using the same accounting procedure for 
these charges as that in the case of other replacements — that is, 
construction and depreciation reserve accounts direct — is to avoid 
the inflation of the plant values on the books owing to the large 
amount of piecemeal re-construction. It is well known that build- 
ing a plant by small units at a time will cost more than construc- 
tion work on a large scale, but the nature of the telephone plant 
makes it imperative that a large part of the renewals be done piece- 
meal in order to maintain efficient service. It should not be for- 
gotten, however, that the increased cost owing to piecemeal re- 
construction may be partly oflfset by the lower overhead charges 
on the work, such as interest on construction, engineering, etc. 

This method is quite out of the ordinary routine of accounting 
because all extraordinary repairs are reported as a maintenance 
charge, and so entered upon the general books with the ordinary 
repairs, but at the end of each month a correcting journal entry 
is made crediting the total extraordinary repairs to account No. 
611, "Repairs charged to reserves/' and concurrently charged to 
account No. 102, "Reserve for accrued depreciation." On an 
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expense statement the item would appear as an addition to main- 
tenance and afterwards be deducted as below : 

Supervision of maintenance $13,606.95 

Repairs of aerial plant 80,236.11 

Repairs of underground plant 2,534.88 

Repairs of central office equipment 17,263.04 

Repairs of station equipment 18,513.11 

Repairs of buildings and grounds 1,157.54 



Total repairs $133,311.63 

Less repairs charged to reserve 32,666.41 



Net current repairs $100,64522 

The title "extraordinary repairs" is misleading because a large 
part of the charges represents expenditures of an ordinary nature. 

Obsolescence 

Owing to the swift and constant progress of the telephone 
science in the past, obsolescence has been an item of considerable 
importance in its relation to depreciation, but within the past few 
years engineers and accountants have given it little consideration. 
It is, however, an element of depreciation which should be reason- 
ably considered, as developments are continually taking place. 
The automatic and semi-automatic switchboards, as well as other 
improvements, are meeting with popular approval, but it is rea- 
sonably safe to assume that the present switchboards and other 
plant are efficient enough to warrant their use until the average 
life has expired. The present investment in switchboards is so 
great that a universal change to the automatic or semi-automatic 
would cause a tremendous loss to the telephone companies. 

In considering obsolescence when arriving at a fair rate of 
depreciation, it would seem proper to eliminate any loss of magni- 
tude, and should such a loss later occur, the interstate commerce 
commission would without doubt grant permission to capitalize 
the amount, and then amortize it over a period of years as 
described under the heading of "Extraordinary casualties and 
unanticipated reconstruction" in the commission's system of 
accounts. 
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Inadequacy 

Inadequacy is one of the depreciation elements which is real 
and important, because it is continually being met today, more 
especially in the larger cities, where it is practically impossible 
for the commercial engineers accurately to forecast the growth 
of cities and more particularly the section of a city which will 
have an abnormal growth. 

As an illustration, during the past few years the cities which 
were affected by the war orders have had a remarkable growth, 
and the telephone companies in many instances have been abso- 
lutely unable to meet the demands for telephones owing to the 
inadequacy of their plant. This has necessitated the removal 
of the old plant and a replacement with much larger units, the 
expense of which should be borne by the depreciation reserve. 
The anticipation of inadequacy always carries with it the hazard 
of building a larger plant than will be needed, and this also 
results in a loss of profits. Inadequacy is an element which is 
difficult to deal with, and good business judgment is about the 
only standard that can be taken in its consideration. 

Municipal Requirements 
The interstate commerce commission recognizes that tele- 
phone companies are frequently put to a large expense by changes 
in popular demand or public requirements, and has included these 
charges in its definition of depreciation. This expense would in- 
clude such losses as are caused by a city ordinance requiring the 
burial of wires in underground conduits, re-location of conduits 
to make room for subways, re-location of plant from one side 
of the road to another, etc. 

Cost of Recovering Salvage and Removing Retired or 
Abandoned Property 
Inasmuch as a depreciation reserve is an accounting expe- 
diency intended to spread the plant expenses, it is proper that 
the interstate commerce commission should provide for the cost 
of recovering salvage and removing retired or abandoned prop- 
erty by including it as a part of the estimated expense for depre- 
ciation when setting up the reserve. These expenses are con- 
tinually occurring in the telephone business and over a period 
amount to a large sum. The cost of removing plant taken out 
of service should include freight and cartage on the material 

87 



Digitized by CjOOQIC 



The Journal of Accountancy 

recovered. The cost of removal can no doubt be justified as a 
charge against depreciation reserve by considering that if the 
plant were not removed it would be abandoned, and thus become 
a charge entirely against the reserve. 

When these charges are not provided for in a depreciation 
reserve, they should be charged as a maintenance expense under 
repairs. 

Method of Computing the Depreciation Rate 

The basis for arriving at a rate of depreciation is a life table 
of the various classes of telephone plant, of which there are about 
twenty, and such a table would contain the following infor- 
mation : 

Class of plant 

Life in years of each class. 

Net salvage in percentage of first cost. 

Wearing value in percentage of first cost. 

The life of any particular class of plant is an engineer's best 
estimate and is, therefore, approximate. By taking the book 
values of each class of plant and figuring the depreciation in 
accordance with the life table, a composite rate of depreciation 
is obtained. 

Distinction Between Extraordinary and Ordinary Repairs 
In no phase of telephone accounting is there a more unsatis- 
factory condition than in the distinctions made between ordinary 
and extraordinary repairs. Telephone accountants are inclined 
to give general instructions as to classification of expenditures 
such as are given by the interstate commerce commission. As 
the employees in the field make the classifications, this policy has 
resulted in the shifting of the burden of decision from the shoul- 
ders of those who ought to know and decide to those employees 
who know the least about the distinctions. 

So far as material is concerned, the issue appears to be clear- 
cut, as all short-lived parts are a just charge against ordinary 
repairs. They would include such items as the following: 

Cords, 

Fuses, carbon blocks, heat coils, 

Resistance coils, 

Switchboards, lamps and caps, 

Switchboard resistance lamps, 
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Jack sleeve springs, 

Plugs, 

Relay parts, 

Ringing and listening key parts, 

Switchboard number plates. 

There can be very little material, aside from these short-lived 
parts, which can be charged as an ordinary repair, and the vast 
amount of repair expense consists of labor and expense for the 
following among other purposes: 

I. Cleaning and care of switchboards, main and inter- 
mediate distributing frames and central office 
apparatus. 
II. Cleaning and repairing removed bells, back boards, 
carbon blocks, protectors, etc. 

III. Cleaning and adjusting apparatus. 

IV. Cleaning subscribers' station equipment, including 

cleaning and inspecting booths. 
V. Adjusting relays and other parts of central office 

equipment. 
VI. Inspecting and cleaning manholes. 
VII. Testing cables for electrolysis. 
VIII. Repairing defective cable splices. 
IX. Coiling, sorting and splicing wire in stock. 

The foregoing are merely indications to show that repairs do 
not refer to renewals, excepting parts such as have been listed, 
but are intended to cover labor and miscellaneous expenses used 
for keeping up the operating efficiency of the plant. 

A telephone plant is composed of a multitude of small, deli- 
cate and expensive parts, which are included in the plant values 
upon which the monthly charge for depreciation is made, and 
as these parts are continually being replaced piecemeal, it is 
obvious that over a period of years a large part of the plant 
could be replaced in this manner. Persons unfamiliar with the 
telephone business and many in the business do not realize the 
magnitude of these renewals over a period of time, because they 
are individually small in both size and value. 

These comments refer to such renewals as cross arms, insu- 
lators, relays, jacks, etc., which should be charged as extraor- 
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dinary repairs. This means that they will be charged against 
the depreciation reserve, together with the labor and expense 
consumed upon the work. 

To state that a renewal of any long-lived part is a just charge 
against depreciation seems to be meeting the issue squarely, so 
that the employees can make a positive distinction instead of 
compromising as at present. 

In some instances it would be necessary to make arbitrary 
distinctions. For example, in replacing wire, the limit of demarca- 
tion could be from one pole to another. The labor and expense 
would follow the same classification as the material used. 

Gradual Decrease in Depreciation and Maintenance 
In attempting to arrive at a fair rate of depreciation for a 
telephone company at the present time, too much emphasis should 
not be placed upon the experience of telephone depreciation in 
the past, because both maintenance and depreciation have a 
tendency to be on the decrease. The decrease in repair and 
renewal charges and increase in life of the plant are caused by 
the average plant's taking on a more permanent and standard 
character than in the past. For instance, in all the larger cities 
underground construction is continually being increased, and the 
plant is not, therefore, subject to sleet storms, which have been 
the cause of tremendous losses in outside plant. 

Depreciation on Purchased Property 
Many large telephone companies are composed of purchased 
small companies, which when purchased are appraised at the 
present or depreciated value, so far as the plant is concerned, 
which is the only amount that can be capitalized in the plant 
accounts, the difference between the cost value and the appraised 
value being charged as intangible capital. It is apparent, there- 
fore, that a telephone company soon arrives at a point where it 
has two values on the general books so far as the plant is con- 
cerned: constructed plant at cost value and purchased plant at 
depreciated value. In a few years there will be a further con- 
fusion by extraordinary repairs having been made on the prop- 
erty purchased. As in the telephone business the plant soon 
loses its identity so far as cost is concerned, when the time arrives 
for the purchased property to be renewed there is a tendency to 
forget the value at which it was placed on the books and to 

90 



Digitized by CjOOQIC 



Depreciation in Telephone Utilities 

credit plant with the same value as properties constructed. This 
has the effect of charging the depreciation reserve with more 
plant than was originally capitalized. 

This is an error of principle easy to make, and the only 
method of avoiding it seems to be when a plant is purchased to 
capitalize it in the plant accounts at the original cost figure and 
set up a reserve for the depreciation. This would have the 
accounting effect of capitalizing the plant purchased at the 
appraised value, and when the plant is retired there should be 
sufficient reserve to take care of the plant retirement on the 
same basis as all other plant. In order to follow this procedure 
permission of the commission must be secured. 

Extraordinary Casualties and Unanticipated Recon- 
struction 

When an extremely large loss is experienced, for which no 
provision has been made in the depreciation reserve, the com- 
mission has allowed the privilege of carrying the charge as a 
deferred asset and amortizing it over a period of years, provid- 
ing the consent of the commission is asked. As an illustration 
of such a loss in plant value, should the city of Chicago decide 
to build a subway, it would compel the Chicago Telephone Com- 
pany to reconstruct its conduits, and would necessitate a large 
loss. 

Deferred Maintenance 

In many telephone companies it frequently happens that cur- 
rent repairs cannot be made for financial reasons, which is one 
way of stating that repairs are allowed to accrue in the same 
manner as depreciation. In order properly to reflect such a con- 
dition on the income statement, it is necessary to charge main- 
tenance with the estimated amount of such repairs and credit a 
reserve entitled "deferred maintenance." Otherwise, the ex- 
penses for such a period would not represent the actual operat- 
ing results. 

CbsT of Plant when Retired 

A great difficulty in the telephone business is to ascertain 
the original cost of plant when it is retired in order to credit 
fixed capital with the proper amount. It is a comparatively 
simple accounting problem to keep the exact cost of plant when 
going into service, but, as soon as plant is completed and placed 
in the fixed capital accounts, it loses its identity; and in later 

91 



Digitized by CjOOQIC 



The Journal of Accountancy 

years, when the same plant is retired, it is practically impossible 
to find the cost of it from the plant records, with the exception 
of a few large units, such as switchboards and buildings. This 
condition has led to the use of a somewhat modified replacement 
figure for the retirement of plant, which is wrong in principle, 
because it does not take into consideration the varying conditions 
of capitalization, such as the cost of labor and material. What 
should be done is to prepare unit costs for periods during which 
the costs of construction are approximately the same and use 
these displacement figures for the estimated period when the 
plant will be retired. 

Another difficulty is to record all the plant retired so that it 
will be reflected on the books. This applies largely to outside 
plant. For instance, in the Ohio river flood many miles of pole 
lines were destroyed, and to obtain the displacement figures, the 
only possible method was by an engineer's estimate, which was, of 
course, approximate. 

Actual Loss on Plant Retired by Casualties 
An important feature to be kept in mind when calculating 
the loss by sleet storms, floods, etc., is that the real loss to the 
company will be only the unexpired life of the plant which is 
destroyed. If a pole line has an average life of, say, ten years, 
and the line is destroyed by storm at the expiration of five years, 
the actual loss will be only the unexpired life of five years, or 
half the original cost. This point is self-evident, but is frequently 
overlooked in practice. 

Depreciation on Material Recovered 
On all salvage recovered there is a certain amount of accrued 
depreciation, but it is placed in the material account at the cost 
figure as a matter of accounting expediency. It is manifestly 
impossible to take the salvage in at the depreciated value, because 
there would soon be a stock record of all items priced at different 
figures. In the telephone business salvage is a very large item, 
and at first this would appear to be a serious error of account- 
ing, but in fact it is not, because while the material was being 
used in the plant the depreciation reserve w~: being set up each 
month to cover plant depreciation, and when salvage is taken 
out of plant and placed in the material account, there is set aside 
sufficient reserve to offset the decreased value of the salvage. 
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It is to be remembered, however, that this method overstates the 
material account to the extent of the accrued depreciation. 

Transfer of Supplies 

In a large plant consisting of many exchanges, there is a 
continual process of exchanging supplies from one exchange to 
another, which has no bearing on the exchange conditions unless 
some of the supplies have had service and are depreciated in 
value. For instance, if one exchange had used a switchboard for 
five years, and then had replaced it by a new one, the old one 
being transferred to another exchange, it would be unfair that 
the second exchange should stand the entire depreciation when 
the switchboard was junked. When such transactions occur, a 
transfer report should be made giving each exchange the just 
proportion of the depreciation charge. On smaller items this is 
hardly worth while, but on large units it should be considered 
for statistical and rate making purposes. 

Station Removal and Changes 

One of the largest expenses of the telephone business is the 
loss due to station removal and changes, which also entail a large 
loss in the plant values. This loss is not considered as deprecia- 
tion, but is handled separately under current maintenance. The 
plant loss is due to the drop wires, inside wiring and interior 
block wires, which are abandoned on account of being taken out 
of service when a station is removed. Should an abandoned 
station be reinstalled, this part of the plant would again be taken 
up as a fixed asset upon the books of the company. 

Under this method there is always a large amount of the 
plant owned by a telephone company which is not reflected in 
the fixed capital accounts but is a contingent asset to be taken 
up on the plant records if the stations are re-used. 

Stable, Garage and Equipment Depreciations 

The depreciation on the stable, garage and equipment should 
be carried as a separate reserve, as these items are of a different 
character than the telephone plant proper. A separate rate for 
each class should be used in arriving at the annual charge. 
Realized Depreciation Not Covered by Reserves 

In past years many telephone companies failed to set up a 
reserve for accrued depreciation, and when the uniform system 
of accounts was established, January 1, 1913, the interstate 
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commerce commission provided for this by creating account No. 
413, "Realized depreciation not covered by reserves." All 
realized depreciation — that is, plant taken out of service — for 
which no reserve had been created up to January 1, 1913, should 
be charged to this account. It is an accumulating account for 
the year, and at the end of the year should be charged against 
surplus. 

It can readily be seen, therefore, that a concern which did not 
provide for depreciation before January 1, 1913, and did so 
after that date, when it displaces plant, will have a gradually 
diminishing charge against this account and an increasing charge 
against the depreciation reserve. The following method of arriv- 
ing at this distinction between the two accounts has been 
approved by the commission: 

Per cent of current Per cent, of current 

displacements charged displacements charged 
Year to reserves to account No. 4^3 

1913 5% 95% 

1914 10% 90% 

1915 15% 85% 

1916 20% 80% 
.... .... .... 

1931 90% 10% 

1932 95% 5% 

1933 100% 0% 

The above apportionment is worked out upon a twenty-year 
life and an annual depreciation rate of 5%. 

The use of this account is left somewhat to the discretion of 
the company, but when used on the basis described above it is 
inclined to work a hardship upon the corporation, as in the early 
years it doubles the provision necessary for depreciation by 
making one charge to current operations for the current accrued 
depreciation and another against surplus for the realized depre- 
ciation not covered by reserves. Unless a company has an excep- 
tional net income, the provision for this account is quite likely to 
cause a deficit and at the same time set up a large reserve which 
will never be used. 

This condition could be overcome by decreasing the annual 
rate of depreciation, but this is inadvisable on account of the 
precedent established by using a rate which is lower than the 
actual rate, especially for rate making purposes. 
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"Depreciation is not a matter of formulas, but there must be 
a reasonable judgment, having its basis in a proper consideration 
of all relevant facts"; and in its final analysis, what should or 
should not be charged against depreciation reserve depends 
entirely upon what the reserve is set up to cover. At the very 
best, the fixing of an annual rate of depreciation is an estimate, 
and as telephone accounting becomes more accurate greater 
emphasis should be placed upon the actual results as shown by 
the records in arriving at the rate of depreciation. 
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Accounting Control for Company Store or 
Commissary* 

By W. P. Field 

A practical method of accounting control for the retail store 
is here presented. The system as outlined has survived the test 
of many years, and experience has demonstrated its practical 
value in stopping leaks and securing for clients a reasonable 
execution of their mandates, in the management of this very 
necessary but much neglected department. 

The plan starts with the receipt of the invoice, which, as it 
comes in from the mail, should first be recorded in an invoice 
record. This is a memorandum book serving to keep pending 
transactions in hand until ready for the bookkeeper. For a plan 
of ruling see exhibit A. The columns explain themselves. The 
plan of numbering is important, as the invoice number plus the 
line number becomes the lot number of the article, which is to be 
placed, first on original packages, and subsequently on contents. 

The lot number is a device whereby goods are so marked that 
they can be quickly and accurately identified with purchase, cost, 
price, stock and inventory records, and whereby their age can be 
determined at a glance. It is a composite number made up of 
three parts — the first giving the approximate date of the ware- 
house receipt, the first and second together the invoice number, 
and the last the item on the invoice. The detail is as follows : 

Prepare a list of the twelve months of the year, repeat it eight 
times and number consecutively from 1 to 96. Use these key 
numbers for numbering invoices in the invoice record. The first 
invoice record in January of the first year of the system becomes 
No. 101, the first 1 indicating the month, the second 1 the con- 
secutive number in the month. The first invoice in February 
becomes 201; the first in January of the second year 1301, the 
second 1302. Follow this through for eight years. The last 
December is 96 and the first invoice recorded in that month will 
be 9601. By this time, there should be no goods left in stock 
from the first year, so "that the plan can begin again with number 
1 for the key. 



•A thesis presented at the November, 1918, examinations of the American Insti- 
tute of Accountants. 
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The number 3541 on an invoice would mean that the invoice 
was the forty-first to be recorded in November of the third year 
of the system. The number 6314 would indicate the fourteenth 
invoice of the sixth March. As already noted, the last units of 
the lot number indicate the item on the original invoice. As an 
example, the number 162445, noted on an article, would mean that 
the article was received in April of the second year of the system, 
and would be found on the forty-fifth line of invoice 1624. It 
should be noted that the number 162445 is read, sixteen, twenty- 
four, forty-five, and not one hundred and sixty-two thousand, 
four hundred and forty-five. 

As soon as recorded, the invoice should go to the purchasing 
department for approval as to prices, and from there to the cost 
clerk, where calculations are revised and the laid down unit cost 
is established. From here it passes along to the proper authority, 
who notes on the margin the retail price at which the goods are 
to be sold, having in mind the expressed policy of the company 
as to the profits and the past performances of the store as shown 
by the monthly financial statements. 

As soon as prices have been established, the merchandise cov- 
ered by the invoice is "taken up" — that is, it is billed at retail 
value against the warehouseman in charge of the deposit that is 
to receive the goods. The bill is prepared and put through in 
every way just as if an actual sale of the goods had been made 
to the warehouseman. The detail shown on the bill is but a repe- 
tition of the detail on the original invoice, except that retail values 
are substituted for costs, and, in addition, the lot numbers are 
shown on the margin. All goods are billed in triplicate, a bill for 
each invoice. The day the goods arrive, the warehouseman 
receives his bill, the duplicate goes to a suitable file in the office 
and the third goes to the accountant, together with the original 
invoice, to be recorded in the purchase record, registered in the 
bill register and posted to the stock ledger. 

The purchase record is a loose-leaf book, suitably ruled, with 
the sheets alphabetically arranged, and with additional special tabs 
for groups, such as sugar, rice, soap, etc. For detail of ruling 
see exhibit B. A sheet is provided for each article. The detail 
of each invoice, together with that of the corresponding bill, must 
be posted to these sheets — thus in a period of time working up 
a complete history of each article carried. The great value of the 
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record becomes at once apparent. Given the past performances 
and the present stock, the future can be gauged with great accu- 
racy, thus providing the purchasing department with the exact 
information necessary to assure a sufficient supply at all times, 
and leaving no excuse for overstocking. In this detail of company 
store management is perhaps the one big idea in which the com- 
missary differs from the average town establishment, and it makes 
the former an infinitely bigger problem. If the town merchant 
finds himself overstocked, he reduces prices and converts an error 
into an asset by obtaining the fame that goes with good goods 
and low prices. If he finds himself going a bit short, he covers 
as far as possible on his neighbors, and saves his face by increased 
prices. His customer's servant crosses the street and gets the 
needed article, and home life goes along as usual. 

Not so with the company store manager. If he overbuys he 
is in a dilemma. If he reduces his prices he simply makes less 
profit on his sales and raises a rumpus further down the line by 
creating a decreased demand where it is equally hard to handle. 
Again, if he underbuys, he is at his wits' end to adjust himself, 
as the short article — flour, potatoes, lard, coffee, codfish, be it 
what it may — will cause no end of immediate trouble in the com- 
munity, and at the same time create another "out" in some neigh- 
boring line which was not prepared to care for the increased 
demand. The columns on this sheet explain themselves generally. 
The three columns for selling prices are to cover the different 
units at which sales are made. Thus, condensed milk calls for 
a price per tin, per dozen and per case. The per cent, column is 
for recording the ratio the loading bears to the retail price. By 
way of summarizing the effect of the purchase record, it can be 
stated that it puts the "buyer" in his place, and keeps him there; 
his blunders become self-evident, and in case of need his services 
can be dispensed with and the work carried along by the next in 
line without difficulty. 

The bill register is kept by the bookkeeper. In it are regis- 
tered all bills and invoices received from the purchasing depart- 
ment, as well as others from the warehousemen covering transfers 
to retail departments. These entries should be made in groups, 
so that the totals will give at the end of the month the needed 
statistics. For instance, the first page can be made a record of 
grocery purchases, the second dry goods and the third hardware, 
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the next sundries, following with groups covering issues by the 
different warehouses, etc. The act of billing produces the load- 
ing which is the difference between the cost value and the retail 
value of an article. The amount of it is more or less, according 
to the policy of the company. The figures produced by the bill 
register at the end of the month give the cost, retail value and 
loading of each group of articles. The loading is always calcu- 
lated as a percentage of the selling value. Given the retail value 
of the stock in any department, a reference to the statistics will 
immediately give the percentage of loading, and the cost of the 
stock is immediately produced. At the end of the month, the 
general ledger of the store department gives the retail value of 
the stock in hand, and a rapid calculation shows how much load- 
ing must be set aside to reduce it to cost. This much done, the 
balance remaining in loading account is the gross profit for the 
month. From this amount, expenses, allowances, rebates and 
shorts are deducted, and the net profit for the department is pro- 
duced. For detail of form see exhibit C. 

The stock ledger is a loose-leaf ledger, with the sheets 
arranged in groups indicated by tabs. An account is kept with 
each article billed to the warehouse, quite the same as accounts 
are kept with individuals in any auxiliary ledger. Each account 
is charged with the retail value of the corresponding article billed 
in as per warehouse receipts, while the same account is credited 
with the issues billed out to retail departments. The balance in 
any account is the retail value of that article in stock. 

A trial balance is taken from this ledger at the end of each 
month, which must be in agreement with the controlling account 
in the general ledger. Constantly during the month, tests are 
being made of the accounts, overs and shorts being billed in as 
additional purchases, or out to profit and loss (shortages) as the 
case may be. The advantage of this form of stock ledger will be 
at once apparent. It cannot be forced. It is impossible for the 
warehouseman to get a credit to an article without at the same 
time producing an acceptable charge against another department. 
Likewise an invoice cannot be credited to a shipper without the 
corresponding debit being made against the goods. This particular 
idea is very important as it eliminates at once the possibility of 
invoices getting through unless value has been received. 
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As the purchasing department bills new goods to be received 
against the warehouseman, so does the warehouseman prepare and 
cause to be recorded bills made by him covering transfers to retail 
departments. The warehouseman is provided with a suitable 
book in which he notes all bills received and the value, also at 
retail, of all goods billed out The balance must agree with the 
controlling account of the warehouse in the general ledger. Upon 
the receipt of goods from the carrier, the warehouseman is com- 
pelled to be vigilant Any slip on his part will produce a differ- 
ence between stock ledger and inventory which will be difficult to 
explain. All shortages must be carefully noted and billed back 
to the accountant to be charged off, or placed in claim account, or 
deducted from shipper's invoice. As stock is received, all original 
packages are marked on the outside with the lot number shown in 
the bill. When original packages are opened in the retail depart- 
ments, the contents are marked with the lot number and retail 
price. In the retail grocery departments it is not practicable to 
mark a few standard articles, such as sugar, beans, potatoes, cod- 
fish, lard, rice, ham, bacon, salt pork, condensed milk, beer, 
sardines, etc. These goods, being few in number and of great 
movement, a blackboard is provided and placed in a prominent 
place, where prices may be seen by all. Care should be taken to 
use good counter-scales, and in a suitable place locate an extra 
one, where the public can test the packages at pleasure — the idea 
being to place every possible means of self-protection in the hands 
of the customer. 

As goods are delivered to retail departments, they are accom- 
panied by bills. These are recorded by the clerk in charge in a 
blotter provided for the purpose — a book in which is noted the 
date, number and amount of bills covering goods received from 
the warehouseman figured at retail prices. In this book is also 
noted the daily product of the cash register. The account is 
opened with an inventory. The balance in the blotter at any 
moment is stock on hand at retail values. The difference between 
inventory and blotter is an "over" or "short." If an over has been 
produced, a bill is prepared in the office charging the department 
and crediting "overs." If a shortage has been produced, a ticket 
is prepared, and after being properly approved it is rung up and 
deposited in the cash register like any other credit due to the 
clerk. Inventories are taken frequently by independent clerks. 
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The entire stock being divided up into small departments, it is 
but a one or two hours' job to list the goods in any one clerk's 
account. To price the goods is easy, as the retail prices are 
notorious — in fact, at the tip of the tongue of every clerk — while 
calculations are rapid as prices are as a rule multiples of five. 
It is customary to take some departments weekly, much depend- 
ing on past history. Dry goods and hardware are as a rule taken 
every two or three months, hats and shoes monthly. 

A cash register of simple make is given each clerk. All credits 
of whatever nature are rung up like cash. If it is a credit sale to 
an officer, the order is rung up for its full retail value. If there 
is a rebate for a quantity sale, it is noted on a sheet and regis- 
tered at the end of the day. If there is a credit for breakage or 
damaged goods, if goods are taken from stock for store expenses, 
if there is a credit sale to the company, or be it what it may, the 
token in the shape of a ticket is invariably rung up. All sales 
other than to officers and to the company should be for cash. 
Laborers and employees should be advanced cash on demand, on 
account of accrued salary, at the main office. It is much cheaper 
to record a cash advance once a day or less to a laborer than to 
record many credit sales. Also the laborer is better satisfied. 
The only objection to cash is where the policy of the company is 
to sell goods at a higher level than is current in the district. When 
this is the case, suitable plans for due bills can be worked out 
without interfering with the main idea. 

The operations of the retail departments are closed for the 
day at about 2 p. m. At this hour trade is slack, the light good, 
and no inconvenience is caused by treating sales made in the 
late afternoon as of the next day. Having taken a reading of 
the cash register, the clerk proceeds to count his cash and list 
the tickets, orders or tokens that make up the day's transactions. 
All being in order, separate packages are made of the cash and 
tickets, one going to the cashier and the other to the transfer 
clerk together with a report prepared on a form similar to 
exhibit D. 

We have now come to the last detail in the ceaseless round 
of store activities of immediate interest. We have seen the 
goods arrive and have noted how they are taken up and passed 
through the warehouse and retail store, and beyond to the hands 
of the customer. 
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We now treat of the transfer clerk. His is an important 
position. He manages the clearing house of the business. To 
his cage come all the packages from the retail departments 
containing the tickets as rung up in the cash registers. These 
tickets are carefully checked against the statements and passed 
along to the baskets in suitable groups until all packages have 
been opened. It is perfectly clear, then, that the tickets in the 
various baskets must equal the total amount rung up on all the 
cash registers for the day. One basket contains all credit sales 
to officers, another all rebates, another all shortages, etc., etc. 
These baskets are turned over to able assistants who again 
sort them for billing out. The tickets in the officers' basket are 
now arranged by name, and then a bill is prepared in duplicate. 
It may be that an officer has made purchases in a dozen depart- 
ments for the day, but in the end all his tickets come together 
in the hands of one clerk and they are billed out together. In 
this way the tickets are finally billed out or passed along by the 
clearing department, and the net of the day's operation is -a 
report giving the totals to be credited to departments and 
charged against the cashier, the officers' ledger, expenses, inven- 
tory, shorts, rebates, leakage and breakage, etc., etc. 

In passing, it should be stated that the group of transactions 
here described appertains particularly to groceries. For the hand- 
ling of most articles of hardware and dry goods, it is usually 
sufficient to take up purchases at retail prices direct in the retail 
departments — this of course under the eye of a competent super- 
visor. When the warehouse is cut out, there will be no need for 
a stock ledger, nor is a purchase record required. In handling 
the drug store, no trouble will be found if distinction is made 
between the prescription and proprietary departments. The meat 
shop is a problem needing special study, but here, too, it is prac- 
ticable to apply the general idea as outlined. Of all the situa- 
tions in which the method is of value, perhaps the most noted is 
in the management of a branch store located at a distance from 
the warehouse, where everything that has been said in regard 
to the retail store can be adapted. In short, it has been demon- 
strated that the plan has almost universal application and only 
meets its Waterloo when it tackles the ice man. 
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A Woman's Mind as Applied to Accountancy* 

By Lena E. Mendelsohn 

There seems little doubt in the minds of thinking men and 
women that the degree of education and economic opportunity 
to be allowed to women is clearly evidenced in the present day 
attitude of universities, technical schools, business and professions 
of recognized standing; and that the measure of women's in- 
tellectual attainments has ceased to be a mere matter of conjecture. 
Inevitably there will be growing opportunities for women who 
qualify, and the number already engaged in business and pro- 
fessions will be considerably increased. And, since women are 
entering nearly every profession, it is reasonable to assume that 
they will become associated with the practice of accountancy. A 
few women are already in practice, and a few others have seri- 
ously taken up the study of accountancy, with the view of be- 
coming practitioners at some future time. These students, in 
general, stand well in their classes, and so far they seem to 
absorb the gist of what they are taught. 

Accountancy, as a recognized profession, is still comparatively 
young in this country, but it has already set high standards — 
largely through the organized efforts of the American Institute 
of Accountants. More is now expected of the accountant than 
ever before, and because many of the profession have met this 
broader demand and have shown that the services of the prac- 
titioner must extend well over the field of business activity, the 
candidate for professional standing must have in his mind's eye 
a constantly growing ideal of ultimate achievement 

Much has been written in recent years, by men who have 
made reputations as accountants, on the desirable and necessary 
qualifications of a successful practitioner, and, while each writer 
expresses himself in his own style, the gist of it all is this : 

That the successful accountant must possess character, integ- 
rity, personality, tact, education, ability, technical training and 
practical experience. In addition to all these qualifications he 
must have a mind that can analyze and see through as well as 
into conditions. 

•A thesis presented at the November, 1918, examinations of the American Insti- 
tute of Accountants. 

107 



Digitized by VjOOQlC 



The Journal of Accountancy 

The reasons for all this are very apparent 

Character, integrity, personality, tact, education and ability 
are essential to real success in any profession, and there is no 
reason why accountancy should be excepted; and, since these 
various qualifications are not peculiarly restricted to men, it is 
reasonable to assume that women can measure up to the required 
standard on these counts. 

An analytical mind, combined with technical training in ac- 
counting theory and practice, and business experience may easily 
be termed "an efficient combination/' 

Technical training in accounting theory and practice may be 
acquired to a considerable degree by either men or women of 
intelligence and education who have a liking for accountancy. 

An analytical mind must be possessed. It may belong to men 
and women, and may be cultivated to a high degree. 

Practical experience that extends well over the field of busi- 
ness activity becomes an accountant's qualification only after years 
of contact with and observation and study of various types of 
business organization. Of course, the woman in practice has not 
yet accumulated that complete experience in the large sense of 
this phrase ; but she hopes to grow as the years pass, and, on the 
theory that the fittest survive, she will absolutely need to keep 
growing in order that she may come up to the required standard 
of professional efficiency. 

The educational and technical training for accountancy in- 
volves too much work of a serious nature to hold the woman 
who is not in earnest, and who is not stimulated by natural love 
of and interest in this science. The unfit naturally drop out after 
the first year of study. 

It is a long way from the balancing of the books of small shops 
to the preparation of a complete set of financial exhibits for a 
large mercantile or manufacturing corporation, but even that dis- 
tance can be spanned. Constructive work, study, time and experi- 
ence will do it. 

To become an accountant one must know the theory of 
accounts. The principles of the theory of accounts are fixed, but 
at the same time are susceptible of different methods of applica- 
tion; and an analytical mind will consider these various methods 
as worthy of consideration on their individual merits. Specific 
cases require specific remedies. Several of the best known writers 
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on corporate organization and accounting say that in the treat- 
ment of many corporate transactions practice — and good practice 
—is not uniform, although the final result is, of course, the same. 
This is just as applicable to a partnership or a single proprietor- 
ship. 

The analytical mind, equipped with technical knowledge, will 
clearly see the relation of the profit and loss phase of any enter- 
prise to the problem of valuation, or, in other words, the causes 
affecting net worth, and will reach conclusions in logical sequence. 

To cite a few typical examples : 

Depreciation, so highly important in its effect on valuation and 
profit and loss is, in turn, affected by many factors; and these 
factors enter into the rate and treatment of depreciation. The 
balance-sheet may show several kinds of fixed assets, such as 
brick buildings, frame buildings, machinery, etc., each requiring 
different treatment so far as rates are concerned. It may also 
show intangible assets, such as patents and leasehold premiums 
which diminish proportionately to the lapse of time, and assets, 
such as ore bodies, which diminish proportionately to their con- 
sumption as an element of production. 

On the other hand stock-in-trade is not regularly affected by 
depreciation, and it must therefore be valued on a specific basis — 
that of its purchase or wholesale market price and according to 
well established practice either at cost or market, whichever is 
the lower. The equilibrium of relationship between the profit and 
loss summary and balance-sheet would be maintained, no matter 
how the stock-in-trade were valued, but valuation at the selling 
price would result in taking into the current period profits on 
sales not yet effected — and this is not sanctioned by good practice. 

Again, the analytical mind must clearly see the difference 
between a sinking fund and its related reserve. The fund is 
actually set aside out of assets, usually added to at regular inter- 
vals and accumulated at interest for the purpose of meeting a 
debt or replacing wasting assets. When accumulated in full, it 
represents the means of liquidating debt or replacing assets. A 
reserve, on the other hand, is simply a book account If it is a 
depreciation reserve, it is set up before the current profit and loss 
account is closed into surplus. If it is a sinking fund reserve, it 
is taken out of the surplus after the closing of current profit and 
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loss. It is set up to indicate the need of making provision for 
payment of a debt and is separated from general surplus so that 
it may not be considered available for dividends or other general 
needs. 

In addition to understanding principles and seeing through 
conditions as reflected by various accounts, the analytical mind 
will focus on the situations it meets and soon learn that each 
case requires special treatment, and that the accounting methods 
which would solve the problems of one organization may prove 
wholly inadequate when applied to different conditions. 
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Depreciation and Depletion in Relation to 
Income Tax Returns* 

By Gilbert Nelson 

Before commencing an essay on the subject of depreciation 
and depletion, it is advisable that the writer should set forth 
definitions of these two terms as they are understood in the 
income tax law. 

Depreciation is the amount of the decrease in value of physical 
property caused by wear and tear due to the use to which such 
property is put. 

Depletion means the reduction in value of properties, such as 
mines, timber limits, oil and gas wells, etc., owing to removal of 
natural resources. 

DEPRECIATION 
The most familiar examples of physical property are build- 
ings and machinery. If buildings and machinery would of them- 
selves stay good and efficient for certain known periods and then 
cease to exist, the subject of depreciation would be simple; but 
everything in this world either grows or decays, and therefore 
buildings and machinery must be kept up by renewals and replace- 
ments which of themselves prolong the life of the assets. Sup- 
pose a period of ten years was the known life of all buildings and 
machinery — then by dividing by 10 the yearly depreciation would 
be known. However, the renewals and replacements add to the 
life of the assets, and it is the life upon which the income tax 
law says the rate of depreciation must be based. As a guide in 
this matter, the law says that the depreciation for a specified year 
is the loss from wear and tear caused by the use to which the 
property has been put during that year, which has not been made 
good through expenditures, for renewals and replacements 
and repairs deducted under the heading of expense for main- 
tenance and operation. This means if the life of a machine was 
10 years it is not permissible to write off one-tenth each year for 

# A thesis presented at the November, 1918, examinations of the American Insti- 
tute of Accountants. 
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depreciation and also include in maintenance and operation the 
cost of renewals and replacements and repairs which appreciably 
prolong the life. 

The cost of incidental repairs which neither add to the value 
of the property nor appreciably prolong its life, but merely keep 
the machine in an ordinarily efficient operating condition may be 
deducted as an expense. 

The depreciation — that is the amount measuring the decline 
in value of the physical property due to exhaustion, wear and 
tear — must be charged off on the books. 

The particular manner in which the amount shall be charged 
off is not material so far as the law is concerned, except that it 
must either be deducted directly from the book value of the 
assets or credited to a depreciation reserve account, and as such 
be reflected in the annual balance-sheet 

From an accounting point of view a reserve for depreciation 
should be set up. 

No definite rate has been fixed for computing the allowance 
for depreciation on any class of property subject to wear and 
tear. The rate is based upon the life of the property. The 
matter of obsolescence is not to be taken into account, as when 
the property becomes obsolete a deduction for the loss sustained 
thereby will be allowed. The amount of this loss is the difference 
between the cost on the one hand and on the other any salvage, 
plus the amount of depreciation previously charged off, or which 
should have been charged off. 

So far we have only considered cases where it is possible to 
get the actual value of the assets to be depreciated. However, 
there are many cases where the valuation cannot be so exact, as 
in the case where real estate and buildings have been acquired 
for a lump sum, no segregation having been made of the cost of 
the buildings as separate from the cost of the ground on which 
the buildings stand. The law provides for such cases in the 
following manner, viz.: 

In cases where the actual cost of the buildings or improve- 
ments at the time they were taken over can not be definitely deter- 
mined, it will be sufficient, for the purpose of determining the 
rate of depreciation to be used in computing the amount which 
will be deductible from gross income, to estimate the actual value 
at the time acquired of buildings and improvements if acquired 
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after March 1, 1913, or the fair market price or value as of that 
date if the property was acquired prior to March 1, 1913, the 
value in either case to be reduced by the amount of depreciation 
previously sustained. 

The above rule applies where the improvements purchased 
with the real estate continue to be used ; but where the improve- 
ments are torn down it will be held that there was no deductible 
loss. In such case it will be held that the value of the real estate, 
exclusive of the old improvements, is equal to the purchase price 
of the land and buildings. 

We now come to the consideration of cases where old "build- 
ings are demolished or old machinery is scrapped, etc. Article 
155 gives us a guide in this matter. 

The deductible loss is to be found in the following manner: 
from the original cost deduct the salvage if any and the deprecia- 
tion which has been charged off or should have been charged off 
during each year prior to its destruction. It will be noted that it 
is not so much the question as to how much depreciation has been 
charged off in previous years as the question of what amount 
should have been charged off. 

It may be assumed that in the great majority of cases the term 
machinery covers a number of machines having varying years of 
life, and that depreciation has been calculated at a flat rate. Now 
when we commence to calculate the depreciation on a particular 
machine it would not be proper to apply the flat or average rate. 
Suppose we had two machines: one costing $3,000.00 with a 
life of 10 years, and one costing $6,000.00 with a life of 20 years. 
The depreciation was reckoned at $900.00 per annum, a flat rate 
of 10%. The 10% would be applied correctly to the $3,000.00 
machine, but the rate of the $6,000.00 machine was only 5%. This 
is only a simple illustration to show that the depreciation when 
scrapping or otherwise disposing of machinery must be calculated 
on the wear and tear of the particular machine and not on the 
average wear and tear of the whole plant as set forth in the flat 
rate. 

There are many concerns which show depreciation written off 
during the last year or two, but previous to that no proper atten- 
tion was paid to the matter. In such cases it would not be proper 
to decide off-hand that no depreciation had been allowed, for an 
examination might show that though no depreciation, as such, had 
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been written off, still there had been renewals and replacements 
charged directly against operations amounting substantially to the 
amount of depreciation chargeable against such years. In such 
a case the phrase in article 162 would apply, viz. : 

"Amount of depreciation charged off or which should have 
been charged off." 

Article 165 gives the procedure to be followed in cases where 
by underestimating the life of the property or overestimating the 
rate of deterioration an amount in excess of the yearly deprecia- 
tion has been taken. The rate applicable to future years should 
at once be reduced and the balance of the cost of the property 
not provided for through a depreciation reserve should be spread 
over the estimated remaining life of the property. 

It would be only reasonable to assume, should it develop that 
the rate of deterioration had been underestimated, that adjust- 
ment could be made upon the same lines as above. 

In making such adjustments one would have to be prepared 
to show that the original rates were made in good faith, and that 
it was only through later and more complete knowledge that the 
rate now claimed was established. 

Depreciation set up on the books and deducted from gross 
income cannot be used for any purposes other than in making 
good the loss sustained by reason of the wear and tear of the 
property with respect to which it is claimed. 

A deduction claimed as depreciation cannot measure a loss 
and at the same time be used in the payment of dividends. 

Investments made in extensions, additions or betterments of 
the company's own property, representing part or whole of the 
depreciation reserve account will not be considered a misuse or 
diversion of the depreciation deduction otherwise allowable. 

This clause of the law appears somewhat ambiguous, and in 
my opinion means that money set aside for reserve for deprecia- 
tion may be used for extensions, additions or betterments of the 
company's own property. 

DEPLETION 

The term depletion is used in regard to the decrease in natural 
deposits such as are found in oil and gas wells, mines, timber 
limits, etc. 

The theory of the income tax law is that through an aggregate 
of annual depletion deductions the owner or operator shall secure 
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the return of the amount of capital actually invested or an amount 
not in excess of the fair market value, as of March 1, 1913, of 
the properties owned prior to that date. 

Oil or Gas Properties 

For the purpose of determining the amount of capital to be 
returned through annual deductions, operators may be divided 
into two classes: operators who own the fee and operators who 
own a lease or leases. 

Take first operating fee owners. The amount returnable 
through the aggregate of annual depletion deductions is the fair 
market value of the property (exclusive of the amount of physi- 
cal property) as of March 1, 1913, if acquired prior to that date, 
or the actual cost of the property if acquired subsequent to that 
date, plus, in either case, the cost of development (other than the 
cost of physical property incident to such development), up to the 
point at which the income from the developed territory equals or 
exceeds the deductible expenses. After which time such inci- 
dental expenses as are paid for wages, fuel, repairs, hauling, etc., 
in connection with the drilling of wells and further developments 
of the property at the option of the operator may be deducted as 
an operating expense or charged to capital account. If the 
decision is made to charge such incidental expenses to capital 
account, such expenses as are represented by physical property 
may be taken into account in determining a reasonable allowance 
for depreciation during each year until they have been ex- 
tinguished. The law specifically says that in the case of a going 
or producing business, the cost of drilling non-productive wells 
may be deducted from gross income as an operating expense. 

In determining the amount of capital to be returned through 
annual deductions in the case of a lessee, the capital is the amount 
paid in cash or its equivalent as a bonus or otherwise by the lessee 
for the lease, plus all expenses incurred in developing the prop- 
erty (exclusive of physical property) prior to the receipt of in- 
come therefrom sufficient to meet all deductible expenses. After 
this, all incidental expenses in the drilling of wells and further 
development of the property can be treated in the same manner 
as outlined for the operating fee owner. 

After deciding upon the capital to be accounted for by annual 
depletion deductions, we now consider the manner of ascertaining 
the annual depletion. 
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The owner or lessee must make an estimate, subject to the 
approval of the commissioner of internal revenue, of the probable 
quantity of oil or gas contained in or to be recovered from the 
territory with respect to which the investment is made. The in- 
vested capital (ascertained as outlined in preceding paragraphs) 
will be divided by the number of units of oil or gas shown in the 
estimate referred to above, as submitted to the commissioner of 
internal revenue, and the quotient will be the amount of capital 
invested in each unit recoverable. This quotient when multiplied 
by the number of units removed from the territory during any 
one year will be the amount which may allowably be deducted 
from the gross income of that year on account of depletion of 
assets or as a return of invested capital. Annual deductions for 
depletion may be made on this basis, until the total of such deduc- 
tions equals the amount of capital invested. 

There is a provision in the law which makes it imperative 
that an accurate ledger account be kept to which shall be charged, 
in the case of operating fee owner, the fair market value, as at 
March 1, 1913, or the cost, if purchased subsequent to that date, 
of the oil or gas property, plus cost of development (other than 
cost of physical property), up to the point of expense paying 
production ; and in the case of the lessee the amount actually paid 
for the lease, plus cost of development (other than cost of physical 
property), up to the point of expense paying production. This 
account can be credited direct or a reserve for depletion can be 
set up and credited with the amount claimed and allowed each 
year for depletion. When the credits or reserve account equal 
the amount of the charges of this account no further deductions 
for depletion will be allowed. 

In those cases where the quantity of oil or gas in the property 
cannot be determined with any degree of certainty, the basis of 
deduction for depletion or return of capital will be the reduction 
in flow and production as compared with the preceding year. 

The reduction in flow, if any, of new wells or new groups of 
wells brought in during the taxable year is ascertained as follows : 

The well or wells should be tested as soon as they have reached 
the stage of settled production or regular flow, and then tested 
again at close of taxable year. Any decline in flow so indicated 
will be reduced to a percentage basis and a like percentage of the 
capital invested will constitute an allowable deduction. 
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> Mines 

A distinction is made between owners and lessees. 
Mine owners 

For the purpose of determining the amount of capital to be 
returned through annual deductions, if the property was acquired 
prior to March 1, 1913, the salable value, en bloc, of the entire 

I deposits of minerals contained in the property as of March 1, 

1913, must be taken. Cost of improvements and developments 
must not be taken into account. This estimate must in all cases 
be subject to the approval of the commissioner of internal 
revenue. 

If the fair market value as of March 1, 1913, cannot be ascer- 
tained, the original cost of the mineral deposit may be taken, 
allowance being made for the minerals which may have been 

^ removed prior to that date. 

I Where a mineral property was acquired subsequent to March 

1, 1913, the actual cost may be taken. The commissioner of inter- 
nal revenue has the right to inquire into the purchase to ascertain 
it there was a bona fide purchase, and to determine that there 
was no fictitious or inflated price. 

Lessees 
\ A lessee is not entitled to any depletion deduction as such, but 

if a lessee, in addition to royalties, pays a stipulated sum for the 
right to explore, develop and operate a mine, such sum may be 
spread ratably over the estimated units in the mine, and thus deter- 
mine the amount of invested capital or bonus payment applicable 
to each unit. 

We now consider the manner of ascertaining the annual deple- 
tion. This method will be followed annually until the aggregate 
of the amounts claimed and allowed for depletion equals the sum 
of the invested capital, after which no claim for depletion will be 
allowed. 

Owners 

The en bloc value, determined when ascertaining the invested 
capital, divided by the number of units contained in the property, 
as shown m the report to the collector of internal revenue, will 
determine the amount of capital applicable to each unit. The 
amount of capital thus shown multiplied by the number of units 
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mined and sold during the taxable year will determine the sum 
which may allowably be deducted from the gross income of that 
year on account of depletion. 

Lessee 

When the amount of the invested capital — that is, the amount 
invested in the bonus — is divided by the number of units con- 
tained in the mine as shown in the report to the collector of in- 
ternal revenue, the quotient will be the amount of capital invested 
in each unit. This quotient when multiplied by the number of 
units mined and sold during the taxable year will determine the 
sum which may be deducted from the gross income for that year. 

Both owner and lessee must keep an accurate ledger account 
which must be charged with the amount of invested capital as 
ascertained heretofore, to which account or to a depletion reserve 
account shall be credited the amount of depletion deduction 
claimed and allowed each year until such time as the sum of the 
credits shall equal the invested capital charged, after which time 
no claim for depletion deduction will be allowed. 

Timber Owners 

Owners who are both loggers and manufacturers must set up 
on their records the fair market value en bloc of the timber held 
by them at March 1, 1913, if acquired before that date. This 
value must be approved by the commissioner of internal revenue. 

The value so ascertained is divided by the number of feet 
(board measure), thereby establishing the unit of value of each 
board foot 

The same rule applies to timber or lands purchased after March 
1, 1913, with the exception that in making the computation actual 
cost shall be substituted for the fair market value. 

This unit price, once established, cannot be increased except 
as new purchases are made at an average higher cost. 

The cost of the lumber sold during the taxable year is ascer- 
tained by multiplying the number of board feet sold by the unit 
price, and this amount is permitted to be excluded from gross 
receipts or through a charge to manufacturing, until the time when 
the total of such yearly amounts equals the total of the fair mar- 
ket value or cost, as the property was acquired before or after 
March 1, 1913. 
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If this fair market price includes the land as well as the tim- 
ber thereon, at the end of logging operation the stump lands 
remain as an asset. When this asset or other salvage is disposed 
of the amount realized is to be treated as income for the year in 
which the property was sold. 

Should the timber lands be sold en bloc, the gain or loss will 
be established on the basis of the difference between the fair mar- 
ket value or cost and the selling price, as the property was ac- 
quired before or after March 1, 1913. 
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By W. G. Avery 

It is hardly necessary on this occasion to approach the subject 
of acceptances from an academic point of view, in consideration 
of the assumption that you are all familiar with that phase of the 
question. 

The main object of this address is to show that the acceptance 
is a feasible instrument of credit in practically all lines of com- 
mercial business. 

The opinion was expressed to me a short time ago that we in 
this country are starting at the wrong end in advocating its use. 
The retailer is the one who finances the largest number of com- 
mercial transactions and comes in contact with the buying public. 
If we can persuade the latter to recognize the acceptance as a 
medium of exchange, we shall have accomplished a great deal 
toward the end desired. 

Retail Trade Acceptances 

In European countries, especially in France, the public has 
been educated in this idea for very many years. There the cus- 
tomer who buys on credit signs a slip for his purchases, which is 
virtually a trade acceptance. If such a custom can in time be 
inaugurated here, we shall have the foundation from which to 
work up to the manufacturer, instead of commencing with him as 
we now are trying to do. The simple signature of the customer to 
the charge slip made out by the salesman is virtually an accept- 
ance without a due date, but we might, it seems to me, make a 
beginning in that way. 

The thin end of the wedge thus having been inserted, in spite 
doubtless of strong protests amounting to almost a revolution on 
the part of the stronger and fairer element of the community, I 
do not think that the retailer himself, and then the wholesaler 
and manufacturer, would have any legitimate excuse to stay out. 

The Farmer's Purchases 
Suppose we take the case of the farmer who has been in the 
habit of buying his machinery on the instalment plan, with its 

• An tddresi before the Few York State Society of Certified Public Accountants. 
December 9, 1918. 
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increased cost to him, representing the usual addition to the price 
of the article for the accommodation, interest, collection charges, 
etc 

I think a plan could be evolved whereby he could give his 
trade acceptance for the full purchase price, which could be 
secured by a lien on the purchase and would be paper eligible for 
rediscount by the holder. The expense of the discount borne by 
the acceptor would be very much less than that of the higher 
price he had to pay for buying on the instalment plan. The 
retailer holding the acceptance would have a negotiable instru- 
ment, the proceeds of which he could use to take up the acceptance 
he had given to the wholesaler or manufacturer. This may sound 
somewhat idealistic, but a plan has nevertheless been worked out 
very carefully somewhat along these lines, taking into consid- 
eration all contingencies. The details would be too numerous to 
consider within the short time allotted here, nor am I at liberty 
to discuss it, as the matter was outlined to me confidentially. 

Some Objections 

Many retailers make the objection that the trade acceptance 
is merely a means by which the wholesaler or manufacturer finan- 
ces himself at the expense of the retailer's credit. A good defi- 
nition of the trade acceptance is that it is "the buyer's written 
acknowledgment of a current business debt, payment of which 
is not yet due." This definition effectually silences this objection, 
in that it points out that the retailer who intends to pay his bills 
need have no adverse sentiments about signing an acceptance, 
because it is merely an acknowledgment of his obligation. 

Another objection of ten. raised to the signing of an acceptance 
is the fact that the acceptor thereby has his name on paper which 
gets on the open market. This in itself should certainly be no 
objection, for the reason that it places the acceptor on record as 
agreeing to pay his obligations on a definite future date. You 
will realize very easily that a financial statement showing accept- 
ances payable is regarded much more highly than one showing 
accounts payable. I do not know whether it is within your prov- 
ince to advise your clients in addition to auditing their accounts, 
but I imagine it does not come amiss in many cases. This being 
so, you have exceptional opportunities for encouraging the use of 
acceptances, and I therefore want to lay before you a few argu- 
ments in support of the instrument. 
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Fluidity of Credit 

We have to consider the subject principally from the points 
of view of the buyer and the seller, for the purpose of this ad- 
dress. These arguments are possibly somewhat time-worn, but 
there may be some among them that have not occurred to you. 
One of the main virtues of the acceptance system is that it makes 
for greater fluidity of credit. A merchant's entire holding of 
acceptances can be sold, thereby converting all his sales into liquid 
and available capital. 

Loans based on accounts receivable are usually at the ratio 
of two to one, but acceptances are bought to the extent of 100 
per cent., based, of course, on the financial ratings of the names 
submitted. While touching upon this point, it may be well to 
mention that it becomes necessary sometimes for a merchant to 
sell his book accounts or to borrow against them specifically. 
Companies are in existence which make a business of this, by tak- 
ing an assignment of the accounts. The rate of interest paid by 
the merchant for this accommodation varies sometimes from 8 to 
12 per cent. Not only does he obtain merely a percentage of the 
amount assigned, but he guarantees the payment of the accounts. 
In advertising their facilities, these companies are careful not to 
mention their rates, as compared to those for which acceptances 
can be sold or discounted. 

Discounts for Cash 

Heavy discounts for cash will, I think, be gradually eliminated 
by the use of acceptances. These discounts, as you know, run as 
high as 24 per cent, per annum, and are very often taken by the 
buyer illegitimately. Let me give you a few statistics. Among 
manufacturers the terms are usually 60 days less 2 per cent, for 
cash in 10 days. An investigation made some time ago resulted 
in demonstrating the fact that when bills are discounted instead of 
being paid in 10 days, they have averaged IS days; and for those 
on which the option of 60 days has been taken, the average pay- 
ment is 75 to 80 days ; and at least 10 per cent, require 90 days or 
more. 

Turning to wholesale distributors — the analysis indicated that 
generally speaking from 40 to 50 per cent, of buyers discount 
their bills within 15 days after purchase, while of those who exer- 
cise the 60 day option from 25 to 30 per cent, pay "promptly" 
(so-called) or within one month following the 60 day maturity. 
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Of the remaining 20 per cent, only about one-half pay in the 
period between three and four months after purchase, while the 
other half pay in from four to six months, or never. 

It can be readily seen, therefore, that it is better to sell on 
longer time with acceptances than on so-called short time with 
open accounts. 

Commercial Paper 

As distinguished from commercial paper, the trade acceptance 
is more desirable in the eyes of a banker. In the first place it 
represents actually current transactions, the purchase and sale 
of goods. There are no means of ascertaining in many cases, the 
object for which the former is issued, and it may be simply accom- 
modation or may represent considerably overdue accounts. 

Another feature to be considered is the fact that by giving 
and taking acceptances a merchant is in the position of estimating 
definitely his financial position on a given date, thus being able 
to regulate his commitments accordingly. 

Value to Buyer 
The buyer in most cases eventually becomes the seller, and it 
is therefore necessary for him to consider the matter from both 
sides. The features I have just enumerated may be taken more 
from the point of view of the latter, but there are others which 
are more or less vital to the buyer. He is stimulated to meet his 
payments promptly and this tends naturally to a general improve- 
ment in the management of his affairs, which in turn enhances 
his credit rating and financial reputation. The use of acceptances 
gives him a good argument in requesting them from his cus- 
tomers when he becomes the seller. By giving his acceptance, as 
stated before, he acknowledges the obligation, but that does not 
mean that he waives legal claim against the seller if the goods 
purchased are not up to specification. 

Possible Extent of Use 
While it is a mistaken idea that the trade acceptance system is 
applicable to all business transactions, it is a fact that billions of 
dollars worth of goods are to-day being sold on open account, 
which could be financed by the acceptance, and this would con- 
duce to better business methods, in that there would be a definite 
obligation, payable on a definite date and constituting a readily 
negotiable instrument. Thousands of firms are now using accep- 
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tances freely, and reports are received daily by the American 
Trade Acceptance Council, setting forth the satisfactory expe- 
riences of many of these firms. 

In Canada, as you all doubtless know, acceptances are used 
very freely and traded in extensively by the banks. Losses are 
very infrequent and experience has shown that when they have 
occurred, the cause has been a lack of proper care in scrutinizing 
the names thereon. 

You are in a better position than I to be familiar with the 
financial intricacies of different lines of business, and, therefore, 
better able to judge of the feasibility of acceptances in connection 
therewith. It seems to me, however, that there should be very 
few cases in which they cannot be used. 

At any rate, it is most desirable that we should endeavor to 
overcome objections wherever possible, as there can be no doubt 
that the trade acceptance will release an enormous amount of 
capital and at the same time place our financial structure on a 
sound credit foundation. 
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By Oswald Lyon. 

In the last decade there has been a well sustained agitation 
throughout the United States for a uniform system of municipal 
accounts and this subject has received considerable attention at 
the hands of the National Municipal League, the New York 
Bureau of Municipal Research and the United States census 
bureau. Without doubt, one of the obstacles to be overcome in 
this accomplishment is the great difference which exists between 
the laws governing the finances of municipalities in the many 
states. 

A municipal corporation is a public corporation formed by a 
community for its own governmental purposes as in the case of 
a city, town or village. Chief Justice Marshall defined a public 
corporation as "such only as is founded by the government for 
public purposes where the whole interests belong to the govern- 
ment/' It should be remarked, however, that frequently some of 
the functions of a municipality are performed by private corpora- 
tions, as, for example, hospitals and schools. 

Whilst a system of accounts for a public corporation or 
municipality does not materially differ from that of a private 
corporation, identical methods of handling finances and recording 
transactions cannot be prescribed, in spite of the fact that the 
governing principles are the same. It may be said, however, that 
not the least of the objects in both cases are to narrate all transac- 
tions, reflect all conditions and fix the blame for dishonesty, 
extravagance and incompetence. 

Since a municipality does not endeavor to make a profit from 
its operations, but seeks only to perform a service at cost, it does 
not seem desirable that it should prepare and submit a profit and 
loss account for the information of the public. It is, however, 
essential that intelligible accounts be rendered annually, with 
logical classifications of all revenues and expenditures, and that 
they be published. Many municipalities prepare no balance-sheet 
and such statements as they present show lack of co-ordination. 

•A Uteris presented at the November, 1918, examinations of the American Insti- 
tute of Accountants. 
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The following are some of the main features for consideration 
in the accounts of a municipality : 

1. General account, 

2. Current balance-sheet, 

3. Fund balance-sheet, 

4. Capital balance-sheet, 

5. Consolidated balance-sheet, 

6. Revenue and expenses, 

7. Revenue, collection and control of, 

8. Expenditures, control of and responsibility for, 

9. Appropriations, 

10. Sinking funds, 

11. Stores and equipment, control of, 

12. Payrolls. 

General Account 
The general account would include : 

Assets Liabilities 

Cash Audited bills and payrolls 

Amounts due city : Warrants payable 

Taxes and water rents Loans in anticipation of taxes 

Delinquent taxes and water Reserves 

rents Any other liabilities 

Expenses prepaid Surplus 

Outstanding claims 

The surplus or deficit at the beginning of the year, subject to 
the difference between revenue and expenditures for the current 
year, would be the difference between the assets and liabilities. 
Revenue and expenditures account would narrate the details of 
this. 

From these two accounts the financial needs of the following 
year would be apparent. 

In considering future needs, cash, revenues, stores, etc., and 
the accounts and payrolls payable must not be confused with 
properties, permanent funds and the bonded debt. 

The purpose of the general account is perhaps better shown 
by the preparation of a current balance-sheet and fund balance- 
sheet. The former contains only those assets and liabilities which 
have to do with current service needs and the latter contains the 
following: 
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Debits: 

Balance of current fund cash over immediate demands. 
Outstanding accounts receivable. 
Unapplied balance of estimated receipts. 

Credits: 

Authorizations to incur liabilities (balance unexpended). 
Unencumbered balances. 
To the general account there should be appended a statement 
of the surplus account showing as charges or credits the changes 
which have taken place in the assets and liabilities during the year. 
The balance of this statement will agree with the balance of sur- 
plus as shown in the general account. 

Capital Balance-Sheet 
Whereas a city possesses property, plants and equipment of 
many kinds it is advisable to prepare a capital balance-sheet show- 
ing those assets and the corresponding liabilities incurred therefor. 
This would include : 

Assets Liabilities 

Cash (for permanent properties Audited vouchers payable 
or capital liabilities) Certificates of indebtedness 

Assessments receivable Bonded debt 

Land, buildings, equipment, etc. Surplus 

Detailed records of each of the above items should be appended 
to the balance-sheet. 

The capital balance-sheet is necessary, for it shows "how money 
voted for purchase of property and other purposes has been 
expended. It also is of special interest as comparing property 
with bonded debt, and, moreover, reflects the gradual increase in 
the value of the former as the latter decreases. There can be no 
logical argument in favor of eliminating this exhibit. 

Consolidated Balance-Sheet 

A consolidated balance-sheet might with advantage be prepared 
as an additional exhibit, for it would show all the elements 
appertaining to the city's financial condition including estimated 
revenues, appropriations and reserves. 

The asset of assessments receivable appearing in the capital 
balance-sheet consists of charges for improvements against prop- 
erty owners, which expenditures are generally financed by the 
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issue of assessment bonds. Payments made on account of such 
improvements would be charged to "local improvements in prog- 
ress," and when completed "assessments receivable" and "per- 
manent improvements" are charged and "capital account" is 
credited. 

Money received from assessments against property owners 
must, of course, be set aside to retire assessment bonds if these 
have been issued for the improvements. 

Land, buildings and other permanent properties should prefer- 
ably stand in the balance-sheet at cost, with a reserve for deprecia- 
tion set up. A detailed schedule should be appended. The prop- 
erty ledger would provide a perpetual inventory of real estate, 
buildings, etc., and the accounts therein should be credited with 
the depreciation of these assets. 

Revenue and Expenses 

At the end of each year a statement of revenue and expenses 
would include all revenues whether received or not and all 
expenses whether paid or not: 

Revenue Expenses 

Taxes (total levy for year, less Administrative expenses 

abatements) Operating expenses 

Interest on taxes of year Bond interest 

Interest on deposits 
Department revenue 
Miscellaneous revenue 

Taxes received for prior years, receipts from assessments, 
sales of bonds and tax certificates are excluded from revenue, 
and outlays for improvements are eliminated from expenditures ; 
for these items clearly do not form part of the cost of running 
the city. Nevertheless, a full and efficient account should be pre- 
pared showing all cash transactions passing through the books 
of the city, as each of these statements performs a decidedly 
different function. 

Revenue, Collection and Control of 

The revenue of a municipality is chiefly derived from taxes 
on property, but there is also a certain amount of revenue from 
miscellaneous sources. In the city of New York tax bills are 
typed in triplicate from the original tax rolls which are kept by 
the collector of taxes. The first copy is the advice to the tax- 
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payer, the second copy is receipted on payment and the third 
copy is delivered to the financial officer when the tax is paid. In 
addition, the chief financial officer retains a copy of the tax roll 
and holds the tax bills until they are put in the hands of the 
collector of taxes for collection. The collector of taxes makes 
a daily report of all collections to the financial officer, at the same 
time turning over to him copies of the paid tax bills, as above 
mentioned. The financial officer thereupon checks these tax bills, 
as paid, on the copy of tax roll. A periodical examination is 
made of unpaid bills in possession of the collector to see that the 
unpaid bills on hand correspond with items showing as unpaid 
on the tax roll. Records are kept in the office of the chief finan- 
cial officer in which are entered daily the items reported as 
received by the collector of taxes. The controlling account for 
taxes is charged from the original tax roll and is credited from 
the cashbook records of tax collections. Other revenues are 
controlled in very much the same way and engraved receipt 
forms, numbered by machines, are used in all departments, thus 
minimizing the possibility of dishonesty. 

Expenditures, Control of and Responsibility for 

Every expenditure should be preceded by a formal requisi- 
tion for the goods to be supplied or service to be performed, 
which requisition would represent preliminary evidence of such 
expenditure and would bear the certificate of the individual 
initiating it. This would be followed by an authorization for the 
expenditure, provided the amount were covered by appropriation. 
A contract or order for the supplies or service would then be 
drawn in quadruplicate (one copy for file, two for the vendor and 
one for storekeeper or person directly concerned with service 
required). The vendor should render at least three invoices, 
one of which would be sent to the chief financial officer. 

When goods have been inspected and accepted and the invoice 
checked as to accuracy, a voucher would be prepared at once, 
duly certified by each responsible individual as to requisition, 
authorization, terms of contract, sufficiency of appropriation, cor- 
rectness of calculation, and "not already put in line for payment/' 
It will readily be seen that in this way a complete and indisput- 
able record of the transaction is obtained before the chief finan- 
cial officer certifies the voucher for payment. 
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This system appears to be entirely adequate. As soon as an 
order is issued or contract made the liability is charged to its 
proper amount in the appropriation or fund ledger, and later, when 
a voucher has been certified for the expenditure, it will likewise be 
entered in this ledger, but in a separate column, a third column 
being reserved for adjustments. From this account the contin- 
gent liability on any appropriation is at once ascertainable. The 
original appropriation, less vouchers charged, gives the unex- 
pended balance, and this balance less the contingent liability 
leaves the unencumbered balance. 

The appropriation and contract ledger balances are controlled 
by the general ledger accounts: appropriations, reserve for open 
market orders and reserve for contracts. 

It is desirable that a contract record of accounts with each 
contract be also kept. 

Appropriations 

One of the distinctive features of a municipal corporation as 
compared with a private corporation is the keeping of appropria- 
tion accounts. These are not commonly met with in private cor- 
porations, railroads being one of the principal exceptions. Muni- 
cipalities are compelled by law to spend money only through 
authorized appropriations for the purposes named and not in 
excess of those appropriations. The comptroller and heads of 
departments are legally responsible for excesses. 

Appropriation accounts emanate from the budget of appro- 
priations, at the time of passing which these accounts are opened 
with a view to setting forth the liabilities and expenditures on 
account of them. The total amount of the budget is charged to 
budget allowance and credited to appropriations. An account 
with each appropriation is kept in the fund ledger, the total 
of whose balances is agreed with the general ledger. 

A register of appropriation transfers should be installed. 

Sinking Funds 

Sinking funds consist of investments, cash and accounts 
receivable which are set aside for redemption or amortization of 
indebtedness or obligations. Under the terms of a contract with 
bondholders it is incumbent upon a municipality to set aside or 
invest by annual instalments such sums as will accumulate, at 
maturity of bonds, in sufficient total to pay off or discharge the 
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principal of those bonds. In order that this fund may be held 
intangible it is usually provided that it be transferred to trustees 
or commissioners appointed for the purpose of controlling and 
investing the fund so that the bond principal will be accumulated 
and paid at maturity. Accounts of sinking funds should be kept 
both by the commissioners and the city. 

A sinking fund balance-sheet would include : 

Assets and instalments 

appropriated Liabilities and reserves 

Cash Vouchers 

Investments Warrants 

Premiums on investments Reserve to meet funded debt 

purchased Reserve to meet interest 

Amounts due sinking fund Free surplus 

Other assets 

Annual instalments appropri- 
ated from revenue but not 
paid 

Considering the items composing the above balance-sheet, we 
find that cash is the currency available for investment or to pay 
off liabilities. Investments are bonds, stocks, mortgages, etc., 
purchased or acquired, which should be itemized in the balance- 
sheet, thereby conveying all information desirable in order to 
judge their values. Premiums on investments purchased are 
self-explanatory. Amounts due sinking fund are the accounts 
receivable, pledged or accrued to the sinking fund. Annual instal- 
ments appropriated from revenue but not paid represent the cash 
authorized by the budget to be paid into the sinking fund when 
collected or borrowed. Liabilities and reserves are made up of 
unaudited vouchers, registered warrants unpaid and the excess of 
sinking fund assets and instalments unpaid over sinking fund 
liabilities. 

The journal entries necessary in formulating sinking fund 
accounts are: 

1. Sinking fund cash requirements. 

To reserve required to retire bonded debt at maturity. 

Entry made when sinking fund requirements are determined. 

2. Sinking fund cash. 

To sinking fund cash requirements. 
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Entry made when budget funds are received. 
3. Sinking fund investments (par value). 
To sinking fund cash. 

Stores and Equipment, Control of 
In a private corporation it is very necessary that a close 
check be kept on all stores and equipment, and there is an even 
greater need of an adequate system to take care of this asset in 
a municipality where waste and extravagance so often run rife. 
Purchases of stores, equipment, tools, etc., should be posted from 
the invoice register to stores and equipment accounts in the gen- 
eral ledger and stores and equipment ledgers should be opened 
with an account for each class showing the usual particulars. 
Requisitions would be the authority for crediting the account 
affected in the ledgers. A perpetual inventory can be as well main- 
tained by a city as by a small corporation and frequent tests 
should be made of the various items, selected at random by a dis- 
interested checker. In all other respects the accounting^provis- 
ions would be those which are usually adopted in an up-to-date 
business. 

Payrolls 
Probably one of the most neglected phases of municipal 
accounting in the past was the matter of payrolls and the lack 
of an efficient and indefeasible system of handling them. In New 
York the budget now specifies how appropriations for payrolls 
shall be spent and how payments for services shall be accounted 
for. All employees should be obliged to turn in daily or weekly 
a certified record of the service performed and the number of 
hours worked. In the case of gangs or other groups under fore- 
men and overseers, the latter should also certify to a record pre- 
pared by them of the time claimed and duties set forth by those 
employees under their supervision. The advantage of this pro- 
cedure is that the signer of a false certificate renders himself 
liable to prosecution. The record would perhaps vary somewhat, 
requiring to be adapted to the special needs of different depart- 
ments. 

A monthly departmental payroll should show the total amount 
expended in that month, the proportional appropriation allowance 
for that month, the total disbursed to date and the balance unex- 
pended for each division or schedule as fixed by the budget In 
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addition to the certification of the foremen and overseers, as 
above mentioned, payrolls should be scrutinized and certified by 
the accountant of the department to which they apply and further 
certified by the head of that department in accordance with his 
legal duty. Finally, the payroll, after being thoroughly checked 
and compared with the budget by the comptroller would be 
passed for payment. 

It is more desirable to pay all employees by cheque than by 
cash, for in this way the signing of the payroll by each payee 
may be eliminated. 

General Remarks 

The subject of municipal accounts will admit of extensive 
consideration and discussion. In conclusion the writer would 
suggest that for the benefit of the officers complete and accurate 
statistical reports of a municipality should be prepared period- 
ically in comparative form and accompanied by charts. The 
advantages to be derived from such a plan are so numerous and 
convincing as to require no comments here. 

It may be remarked that radical reforms have been accom- 
plished in the accounting procedure of municipalities during the 
last ten years as a result of the well directed efforts of various 
bureaus. 
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EDITORIAL 
Income Tax Experts 

Every wide-awake accountant knows that in the future prac- 
tice of his profession one of the principal factors will be the prepa- 
ration of income tax returns for corporations, partnerships and 
individual tax-payers. Whether the public approves or not an 
income tax is here to stay for a generation or two and probably for 
many generations. Therefore accountants, as the only logical 
interpreters of statistics, can safely look forward to a constantly 
increasing volume of income tax practice as the public comes to a 
comprehension of the truth that no one not an accountant can be 
trusted to prepare the reports upon which the tax must be assessed. 

In the term income tax we include of course excess profits tax, 
war profits tax and all other tax levies based upon the excess of 
income over expenditure of the corporate or individual taxpayer. 

Admitting then the practical certainty that the accountant must 
be the income tax advisor of the public we must also recognize 
that income tax practice will be one of the chief sources of revenue 
to the profession. Consequently it does not require the son of a 
prophet to see that it behooves the accountant to do nothing to 
jeopardize the development of a most important feature of present 
and future accountancy. Yet we frequently hear of persons de- 
scribing themselves as accountants doing the things which above 
all others will drive the taxpayer to seek advice and assistance 
elsewhere. 

The mails have been much burdened of late by circular letters 
emanating from accountants and pseudo-accountants of a general 
style and tenor somewhat as follows : 
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Bill Sikes & Co., certified public accountants, having made a special 
study of all the problems arising in the making of income tax returns, 
and having on their staff a large number of experts in all tax matters, 
are prepared to assist you to make up your tax' returns. They can show 
how to avoid the payment of any more than the law requires. You may 
save thousands of dollars by employing them. Mr. Autolycus will be in 
your city on Thursday, January 30th, and will be glad to call upon you to 
explain the proposition. An interview implies no obligation. 

Unfortunately the type of letter quoted is not rare — nor is it 
always the production of some obscure practitioner or fly-by-night 
impostor. We have seen such letters from firms that should know 
better — much better. 

And, more unfortunately, there are many circular letters be- 
side which our specimen would shine as a very gem of ethical con- 
servatism. 

Is the accountant a fool or does he think he can fool the public 
all the time? Such letters as we have quoted have at least two 
effects. 

In the first place they do not state facts and no sane man of 
business could be expected to mistake the assertions for facts. 
Nobody knows all about income tax and in all probability nobody 
ever will. The experienced and reputable accountant knows more 
about tax returns than anybody else knows., but there are some 
things even he can learn. The man who says that he knows all 
things displays utter contempt for the perspicacity of his hearers. 

In the second place such circular letters appeal principally to 
the man who wishes to squirm out of paying his just obligation to 
the government. 

During the war there was a depth of patriotism and enthusi- 
asm spread over the country which overwhelmed even the usually 
dishonest, and there was not a serious amount of tax evasion. But 
with the approach of peace and the cessation of actual fighting 
many men who had not the vileness to defraud the government at 
war will revive enough of their innate dishonesty to evade the 
taxes of a government at peace. 

Circular letters such as we have quoted do not specifically say 
that the writers will assist the taxpayer to avoid payment of what 
he owes — but they certainly imply it. And their appeal will be 
only to that class to which tax evasion appears profitable and 
proper. 

Not long ago a young lawyer came into the office of this maga- 
zine and after presenting his card and explaining his peculiar 
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qualifications as a raveller of legal knots said : "I can show you 
how to avoid paying income tax — and you won't run any risk.** 
At that point the interview terminated in an unusually abrupt 
manner. 

The point of this story is that any crook would dare to make 
so bald and bold an offer to persons whom he had never seen and 
whose circumstances at least would suggest a fair degree of com- 
mon decency. There must be many men to whom tax evasion is 
agreeable, or the expounder of false returns would find his occu- 
pation gone. 

We do not argue from this that all the accountants who adver- 
tise that they can prevent excess payments would consent to make 
up returns of a wilfully misleading nature — but the recipient of 
such a circular might well be pardoned if he inferred as much. 

A duty rests upon the American Institute of Accountants and 
all local organizations of accountants, and upon their individual 
members as well, to see that reprehensible advertisement in regard 
to income tax practice — and of course all other undesirable pub- 
licity in every field of professional labor — be absolutely prohibited. 
There will always be unworthy men who will pander to the de- 
sires of dishonesty, but ultimately the public will differentiate be- 
tween the good accountant and the bad as it has been necessary 
to make a sharp distinction between members of the bar. The 
reputable majority of accountants must exercise special care to 
avoid anything which is susceptible to misinterpretation. Doubt- 
ful solicitation of work by accountants obscures the dividing line 
between the good and the bad — and the public cannot be expected 
to penetrate such obscurity. 



For Those Who Fought 

The American people are much concerned today with the 
problem of employment for the discharged soldiers and for the 
great numbers of men and women thrown out of work by the 
closing of most of the manufacturing plants which were engaged 
on war contracts. Every trade and every profession — in these 
days trade always precedes profession in order of consideration — 
is expected to receive back the men who left at the call or the 
demand of their country. Some trades are doing so. Most pro- 
fessions are doing so. 
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Some professions, however, can do more and better than that, 
and it seems to us accountancy is particularly well situated to take 
into its ranks many of the returning soldiers and sailors who were 
not accountants in the past. Especially in the case of men so 
wounded as to preclude their participation in active physical effort 
it seems that accountancy may hold out an alluring opportunity. 
Of course it would be utterly foolish to think that every returning 
soldier or sailor would ever be able to do valuable accounting work. 
But if one man in every hundred has the education and ability 
which in the coming years may be expanded and augmented to a 
point of accounting efficiency it is surely worth while. There has 
always been a dearth of well qualified men in the profession. May 
not the coming scarcity of employment for any except the physi- 
cally active and the existing scarcity of accountants be made to 
offset each other to some extent? Accountancy offers good com- 
pensation and the work is attractive to those who have the neces- 
sary analytical mind. This thought is presented for the considera- 
tion of the profession and others interested. 
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Edited by John B. Niven, C.P.A. 

The 1918 revenue act being still in the hands of the legislators, it 
would be premature to discuss its proposed features in these pages while 
they remain matters of uncertainty. On account of the delay in passing 
the bill, an extension of the present statutory date for filing will be 
inevitable. 

The only new material issued for general information on the subject 
of income taxes consists of the following treasury decisions : 

T. D. 2778 outlines the procedure in using certificates of indebtedness 
to pay these taxes. It is of interest to the taxpayer to note that the par 
of the certificates deposited must not exceed the amount of the taxes 
being paid; that matured interest coupons must be detached and collected 
by the taxpayer, but unmatured coupons must be left attached, any inter- 
est on which accruing to the taxpayer will be remitted by the federal 
reserve bank with which the collector deposits the certificates; and that 
certificates belonging to the taxpayer on hand in any federal reserve city 
may, with the consent of the collector, be deposited with the federal 
reserve bank at that point, and credit will be given therefor by the col- 
lector on the strength of the certificate of deposit of the bank. 

T. D. 2783 relates to the taxability of dividends received by holding 

companies from their subsidiaries, which to the extent that they accrued 

prior to January 1, 1913, are now declared by the supreme court to be 

not subject to taxation. 

MffjP*^ £«*:.*".» -. .» 

TREASURY RULINGS 

(T. D. 2778, Dec. 11, 1918) 

Instructions relative to acceptance of certificates of indebtedness for 

income and profits taxes 

To collectors of internal revenue and others concerned: 

Collectors of internal revenue are directed to receive at par United 
States treasury certificates of indebtedness of the tax series of 1919, 
dated August 20, 1918, and maturing July 15, 1919, and of series T, dated 
November 7, 1918, and maturing March 15, 1919, in payment of income 
and profits taxes when payable at or before the maturity of the certifi- 
cates. The amount, at par, of the treasury certificates of indebtedness 
presented by any taxpayer in payment of income and profits taxes must 
not exceed the amount of the taxes to be paid by him. Deposits of cer- 
tificates of indebtedness must be made by collectors with the federal 
reserve banks of the districts in which the respective collectors' offices 
are located. Such certificates of indebtedness may be accepted by the 
collector prior to the date the tax* is due and in that case should be for- 
warded by the collector to the federal reserve bank to be held for account 
of the collector until the date the tax is due and for deposit on such 
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date. Certificates of indebtedness should be stamped as follows by the 
collector and when so stamped transmitted to the federal reserve bank 
by registered mail uninsured; 

191.... 

This certificate has been accepted in payment of income and profits 
taxes and will not be redeemed by the United States except for credit 
of the undersigned. 

» 

Collector of internal revenue for the district of 

Each unmatured coupon attached to each such certificate of indebted- 
ness must be stamped across the face by the collector as follows : "Paid." 

All coupons maturing on or before the date the tax is due must be 
detached by the taxpayer and collected in ordinary course, but all other 
coupons must be attached to the certificates and forwarded to the federal 
reserve bank. Any accrued interest to the date the tax is due not cov- 
ered by coupons detached as above provided will be remitted to the tax- 
payer by the federal reserve bank by cheque and the collector must furnish 
to the federal reserve bank the name and address of the taxpayer, the 
amount and serial numbers of the certificates presented in each case, the 
date of issue of the certificates, and the date the tax was due. Collectors 
shall in no case pay interest on such certificates nor accept them for an 
amount other or greater than their face value. Receipts given by col- 
lectors to taxpayers should show the amount of certificates of each 
series received in payment of taxes. 

The collectors should make in tabular form a schedule in duplicate 
of the certificates of indebtedness to be sent to the federal reserve bank, 
showing the serial number of each certificate, date of issue, and face 
value. Certificates of indebtedness accepted prior to the date the tax 
is due must be scheduled separately, and such date must appear on the 
schedule. At the bottom of the schedule there should be written or 

stamped "Income and profits taxes, $ ," which must agree with 

the total shown on the schedule. Such income and profits tax deposits 
must in all cases be shown on the face of the certificate of deposit 
(national bank form 15) separate and distinct from the item of miscel- 
laneous internal revenue collections (formerly called "ordinary"), but it 
is not necessary to give the separation into corporation income, individual 
income and profits taxes. One copy of this schedule must accompany the 
certificates sent to the federal reserve bank and the other be retained by 
the collector. 

Until certificates of deposit are received from the federal reserve banks 
the amounts must be carried as cash on hand, and not credited as col- 
lections, as the dates of certificates of deposit determine the dates of 
collections. 

For the purpose of saving taxpayers the expense of transmitting such 
certificates as are held in federal reserve cities to the office of the col- 
lector in whose district the taxes are payable, taxpayers desiring to pay 
income and profits taxes by treasury certificates of indebtedness accept- 
able in payment of such taxes should communicate with the collector of 
the district in which the taxes are payable and request from him authority 
to deposit such certificates with the federal reserve bank in the city in 
which the certificates are held. 

Collectors are authorized to permit deposits of treasury certificates of 
indebtedness in any federal reserve bank with the distinct understanding 
that the federal reserve bank is to issue a certificate of deposit in the 
collector's name covering the amount of the certificates of indebtedness 
at par and to state on the face of the certificate of deposit that die 
amount represented thereby is in payment of income and profits taxes. 
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The federal reserve bank should forward the original certificate of 
deposit to the treasurer of the United States, with its daily transcript, and 
transmit to the collector the duplicate and triplicate, accompanied by a 
statement giving the name of the taxpayer for whom the payment is made 
in order that the collector may make the necessary record and forward 
the duplicate to this office. 

(T. D. 2783, Jan. 7, 1919) 
Income tax act of October 3, 1913— Decision of the supreme court 

The appended decision (captions only]) of the United States supreme 
court in the case of the Gulf Oil Corporation, petitioner, v. C. G. Lewellyn, 
collector of internal revenue for the 23rd district of Pennsylvania, is pub- 
lished for the information of internal revenue officers and others con- 
cerned. 

1. Taxability of Dividends from Subsidiary Corporations. 

Where a holding company owns all the stock of its subsidiary cor- 
porations except the qualifying shares of the directors, and the subsidiary 
corporations together with the holding company constitute a single enter- 
prise, the accumulated earnings and surplus of the subsidiary corpora- 
tions used by them as capital prior to January 1, 1913, do not become 
taxable income of the holding company when formally transferred to it 
as dividends. 

2. Effect of the Decision. 

Though the holding company did not itself do the business of its sub- 
sidiaries and have possession of their property as in the Southern Pacific 
Company v. Lowe (247 U. S. 330) (T. D. 2730), the principle of that case 
governs. 

,* . * 

3. Judgment Reversed. 

The judgment of the circuit court of appeals (245 Fed. 1) (T. D. 
2542) is reversed. 

E. J. Bishop announces that he has formed a partnership with Herman 
G. Brissman under the firm name of Bishop, Brissman & Co. with offices 
in the Globe building, St Paul, and Wilmac building, Minneapolis. 



G. Charter Harrison announces that he has admitted Eric A. Camman 
into partnership under the firm name of G. Charter Harrison & Co., with 
offices at 31 Nassau street, New York. 



Sparrow, Harvey & Co. announce that Lewis C. Fuller has been 
admitted a member of the firm as of January 1, 1919. There is no 
change in the firm name. 

W. G. Adkins announces association with Herbert W. Adkins under 
the firm name of William G. & Herbert W. Adkins with offices in Chicago 
and Milwaukee. 



Edward P. Moxey & Co. announce the admission of Arthur T. 
Cameron, as member of the firm. 
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Edited by Seymour Walton, CP.A. 
(Assisted by H. A. Finney, C.P.A.) 

INSTITUTE EXAMINATION 
November, 1918 
In regard to the following attempt to present the correct solutions to 
the questions asked in the examination held by the American Institute of 
Accountants in November, 1918, the reader is cautioned against accepting 
the solutions as official. They have not been seen by any of the examiners 
—still less endorsed by them. 

ACCOUNTING THEORY AND PRACTICE 

Part I 
Problem I: 

The following items appear on the balance-sheet of the American Pin 
Company, June 30, 1912: land, buildings, equipment, etc., $335,000; capital 
stock of the Bronx Pin Ticket Company, par $50,000; cost, $57,400; patents, 
$15,000; working and trading assets, $37,500: cash, $10,000; accounts 
receivable, $32,000; due from Bronx Pin Ticket Company, $375.82; deferred 
assets, $1,500; first mortgage 6% gold bonds payable, due 1922, $100,000; 
taxes accrued, $3,250; salaries and wages accrued, $4,327.82; accounts 
payable, $123,749.83; notes payable and interest, $80,125; interest accrued 
on first mortgage bonds payable, $2,500 ; reserve for depreciation of build- 
ing and equipment, £35,000; preferred capital stock outstanding, $75,000; 
common capital stock outstanding, $50,000; profit and loss surplus, $14,- 
823.17. 

The American Pin Company having acquired all the capital stock of the 
Bronx Pin Ticket Company, the balance-sheet of which appears below, 
it is proposed to merge the two companies as of July 1, 1912. 

The Bronx Pin Ticket Company 

Assets— land, buildings and equipment, etc., $260,000; capital stock of 
the Blauser Pin Tray Company carried at par, $35,000; patents, $22,625; 
working and trading assets, $10,000; cash, $10,365.27; accounts receivable, 
$37,94356; sinking fund. $3,236.92; deferred charges to expense, $1,200. 
Liabilities and capital— first mortgage 5% gold bonds payable, due 1925, 
$50,000; taxes accrued, $2,750; salaries and wages accrued, $3,147.83; due 
to creditors $144,720.30; due to American Pin Company, $375.82; notes 
payable and interest, $31,372.53; interest accrued on first mortgage bonds 
payable, $1,250; reserve for depreciation of plant and equipment, $27,500; 
common capital stock outstanding, $50,000; profit and loss surplus, $69,- 
254.57. 

Prepare : 

(a) The entries on the books of the American Pin Company. 

(b) The entries on the books of the Bronx Pin Ticket Company. 

(c) Balance-sheet of the American Pin Company after the merger. 

Solution: 

The first thing to be noted is that the net assets of the Bronx Pin 
Ticket Company, as represented by its capital of $50,000 and surplus of 
$69,254.57, are $119,254.57, while on the books of the American Pin Com- 
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pany this entire value is carried at only $57,400. Therefore the American 
Pin Company owns an asset that is reputed to be worth $61,854.57 more 
than the amount at which it appears on the books of the American Pin 
Company. Since there is no intimation that the assets of the Bronx Pin 
Ticket Company are to be scaled down in any degree, their reputed value 
must be taken as actual. The result is that the American Pin Company 
increases its own net worth in the merger to the extent of $61,854.57, 
which must be expressed by an addition to its surplus. Whether this 
increase is due to profits accumulated for several years by the Bronx 
Company, or is partly due to its stock having been purchased below book 
value is not material. If the value is sufficiently good to appear in the 
surplus of one company it is equally proper in the surplus of the merger. 

There are three ways by which this increase may be put on the books 
of the American Pin Company. 

1. The Bronx Pin Ticket Company may declare a dividend of $61,854.57 
out of its surplus, charging surplus and crediting the open account of the 
American Pin Company. The latter would then charge the open ac- 
count of the Bronx Pin Ticket Company and credit surplus. This would 
reduce the capital and surplus of the Bronx Pin Ticket Company to 
$57,400, which would offset the investment account on the American Pin 
Company books, the two inter-company accounts being also offset 

2. The American Pin Company may recognize the true condition of 
affairs by making an entry charging the investment account of Bronx Pin 
Ticket Company $61,854.57, and crediting surplus, thus bringing the in- 
vestment account to equal the capital and surplus of the Bronx Pin 
Ticket Company to be offset in the merger. 

3. The American Pin Company may take over the assets and liabilities 
of the Bronx Pin Ticket Company. The assets being $119,254.57 greater 
than the liabilities, the offsetting credits would be to the investment account 
of Bronx Pin Ticket Company stock $57,400.00 and to surplus $61,854.57. 
This recognizes the increase only as a result of the merger. 

Adopting the last method, the journal entries to be made by the 
American Pin Company would be : 

Land, buildings and equipment 260,000.00 

Patents 22,625.00 

Working and trading assets 10,000.00 

Cash 10,365.27 

Accounts receivable 37,943.86 

Deferred charge to expense 1,200.00 

Blauser Pin Tray Co. stock 35,000.00 

Sinking fund 3,236.92 
To Bronx Pin Ticket Co., open account 380,371.05 

To take over assets of Bronx Pin Ticket 
Co. as per minutes, etc 
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Bronx Pin Ticket Co., open account 260,740.66 

To 1st mortgage 5% gold bonds 
Taxes accrued 
Salaries and wages accrued 
Accounts payable and interest 
Notes payable and interest 
Bond interest accrued 
Reserve for depreciation 
To assume liabilities and reserves of Bronx 
Pin Ticket Co. as per minutes, etc 



50,000.00 

2,750.00 

3,147.83 

144,720.30 

31,372.53 
1,250.00 

27,500.00 



The Bronx Pin Ticket Co. open account will now have a balance of 
$119,254.57 credit ($380,371.05 cr. less debits of the original balance $375.82 
and above entry of $260,740.66). The final entry would be: 
Bronx Pin Ticket Co., open account 119,254.57 

To Bronx Pin Ticket Co. stock 57,400.00 

Surplus 61,854.57 

To close investment account and to record 
increase in value of the stock. 

On the books of the Bronx Pin Ticket Company the journal entries 
would be : 



American Pin Co. open account 


380,371.05 




To land, buildings and equipment 




260,000.00 


Patents 




22,625.00 


Working and trading assets 




10,000.00 


Cash 




10,365.27 


Accounts receivable 




37,943.86 


Deferred charges to expense 




1,200.00 


Blauser Pin Tray Co. stock 




35,000.00 


Sinking fund 




3,236.92 


Transferring assets as per minutes, etc. 


50,000.00 




Bonds 




Taxes accrued 


2,750.00 




Salaries and wages accrued 


3,147.83 




Accounts payable 


144,720.30 




Notes payable and interest 


31,372.53 




Bond interest accrued 


1,250.00 




Reserve for depreciation 


27,500.00 





account 



260,740.66 



To record assumption of liabilities and 
reserve by American Pin Co., etc. 

(Note. In an examination I would not detail the assets and liabilities 
in these two entries, unless I had plenty of time, which is extremely doubt- 
ful. I would say "To assets detailed as in previous entry $380,371.05" 
and "Liabilities detailed as in previous entry $260,740.66.") 
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The final entry would be: 

Capital stock 
Surplus 

To American Pin Co. open account 

To close acounts. 



50,000.00 
69,254.57 



119,254.57 



Balance-Sheet, American Pin Company 





July 1, 


, 1912 




Assets 




Liabilities 




Land, buildings 




Capital stock preferred 


75,000.00 


& equipment 595,000.00 




Capital stock common 


50,000.00 


Less reserve 62,500.00 


532,500.00 


Surplus 


76,677.74 






6% bonds 1922 


100,000.00 
50,000.00 


Patents 


37,625.00 


5% bonds 1925 


Sinking fund 


3,236.92 


Notes payable & interest 111,497.53 


Blauser Pin Tray Co. 




Accounts payable 


268,470.13 


stock 


35,000.00 


Bond interest accrued 


3,750.00 


Accounts receivable 


69,943.86 


Taxes accrued 


6,000.00 


Working & trading assets 47,500.00 


Salaries & wages accrued 7,475.65 


Deferred charges 


2,700.00 






Cash 


20,365.27 








748,871.05 


748,871.05 



Note : Not part of the answer. The treatment that has been given this 
problem would be possible only where all the stock was owned by the same 
persons and in the same proportions. If the stock of the Bronx Pin Ticket 
Company were held by any one but the American Pin Company, there 
would have been conflicting interests that would have to be reconciled. Not 
knowing the status of the preferred stock, we could not venture an opinion 
as to the basis of reconciliation, but can merely point out that there is a 
great difference between the two companies as to capitalization and surplus. 
The difference in surplus may be explained by large dividends having been 
paid by one company and not by the other, or it may indicate an earning 
power on the part of the Bronx Pin Ticket Company that would entitle it 
to stock for goodwill. As it is we need pay no attention to it 

Problem 2: 

The following problem is based upon the estimate cost system. No fac- 
tory ledger will be used, all accounts being kept on the general ledger. The 
business is the making of men's clothes, and two principal materials will be 
used, fine woolens and plain woolens, of which stock records will be kept. 
Stock records will also be kept for finished goods. 
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(a) The following styles of clothing will be made, and they are esti- 
mated to cost: 

Stile 
803 
Materials used $12.50 $8.00 $4.00 



s ffi 


Style 
802 


$12.50 


$8.00 


3.00 


2.50 


9.00 


6.00 


5.40 


3.60 



Supplies, (linings, buttons, etc.) 3.00 2.50 2.00 

Laljor 9.00 6.00 4.50 

Factory expenses, 60% &40 3.60 270 

$2940 $2010 $1320 

Note that the estimated costs are subdivided into four sections and that 
the accounts must be kept to record the corresponding subdivisions of 
operating costs. 

(b) The company starts with the following: 

Dr. Cr. 

Machinery and equipment $10,000.00 

Cash 40,000.00 

Capital stock $50,000.00 



(c) The purchases for the first month according to voucher record 
are: 

Materials, fine woolens, 2,000 yds. at $3.00 $6,000.00 

Materials, plain woolens, 3,000 yds. at $1.50 4,500.00 

Rent of factory 500.00 

Lining, buttons and thread, etc. 3,400.00 

Salesmen's commissions paid 700.00 

Office expenses 120.00 

Repairs to machines and equipment 350.00 

Electric power 440.00 

Oil, waste and other factory supplies 225.00 



$16,235.00 



(d) The payrolls are summarized as follows : 

Foreman and timekeepers 250.00 

Tailors, cutters, etc (direct labor) 4,600.00 

Office and salesmen's salaries 750XK) 

Inspectors and other indirect factory wages 435.00 



$6,035.00 



(e) Depreciation on equipment is calculated at 1% per month. 

(f) The cutting room foreman reports having taken from stock and 
cut the following materials for use on garments in progress : 

1,400 yds. fine woolens 
2,200 yds. plain woolens 

(g) The tailoring foreman reports the following garments finished 
and placed in stock: 

Style No. 801 200 pieces 

u "802 300 " 

u H 803 200 " 
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(hi The sales record is as follows: 

Invoice No. 1. Style No. 801 100 pieces $4,000.00 

" " 803 100 " 2000.00 

" 2. " " 801 50 - 2050.00 

" 3. " " 802 100 - 3.000.P0 

" 4. " " 802 100 " 2800.00 

". " 803 25 " 456.00 



$14,300.00 



(i) Hint: make entry for cost of sales. 

(j) Received cash from customers, $9,000.00. 

(kj Paid out cash for wages, $6,035.00, and vouchers, $7,650.00. 

(I) Inventories at end of month. (In addition to stocks of raw 
materials and finished goods as shown by stock records.) 
Supplies, $1,000.00. 
Unfinished goods: 

Style No. 801, 50 pieces. 
All material cut 
All supplies provided. 
Labor half completed. 

Style No. 802, 100 pieces. 
All material cut. 
Half of supplies provided. 
Half of labor finished. 

(m) Prepare balance-sheet and profit and loss account for the month. 
Add or deduct from cost of sales, when preparing profit and loss account, 
the unabsorbed labor, expenses, etc. 

(n) Show how balances of raw material and finished goods are made 
up. 
Solution: 

It is necessary to set up skeleton ledger accounts using estimated figures 
for all the cost records, the accounts being finished by the actual figures as 
taken from the financial books. If the estimate were exactly accurate the 
various accounts that represent work in progress would balance. Any 
discrepancies between the estimates and the actual figures will cause a 
balance, debit or credit, in the accounts of labor, etc., that are the ele- 
ments of the cost. The problem requires that these discrepancies be 
absorbed by adding them to or deducting them from the cost of sales; 
therefore no attempt is made to rectify the inventories of finished and 
unfinished goods on hand, which are taken at estimated cost. 

Materials account could be credited with the estimated amounts that 
wnuld represent the cost of the material that should go into the product, 
and the discrepancy between estimate and actual figures would then appear 
in the material account. As the quantities issued and the prices are both 
knnwn, the account will naturally be credited with the actual figures, with 
the result that the discrepancy due to errors in estimating material cost 
will be transferred to the account of work in progress. 

The inventories are given first so that totals may be used in each of the 
accounts. 
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Materials, 600 yards fine at $3.00 1,800 

800 yards plain at $1.50 1,2ft 3,000 

Supplies, as given in problem 1,000 

Finished goods, No. 801, 50 pieces at $29.90 1,495 

No. 802, 100 M " 20.10 2,010 

No. 803, 75 " " 1320 991 4,495 

Goods in progress 

No. 801, Material 50 pieces at $12.50 625 

Supplies " " " 3.00 150 

Labor " " u 4.50(#) 225 

Overhead 60% of labor 135 1,135 

No. 802, Material 100 pieces at $8.00 800 

Supplies " " " 1.25(^) 125 

Labor * " " 3.00(^) 300 

Overhead 60% of labor 180 1,405 2,540 

Total 11,035 



Material 

Vouchers, 2,000 yds. fine @, Work in progress 1,400 yds. fine 4,200 

$3,00 6,000 - " " 2,200 " plain 3,300 

3,000 * plain @ 1.50 4,500 Balance, inventory 3,000 



10,500 10,500 



Balance 3,000 

Work in Progress 

Material 1,400 yds. fine $3.00 4,200 Finished goods: 

2,200 " plain 1.50 3,300 No. 801—200 @ $29.90 5,980 

Supplies : finished goods 1,750 802 300 @ 20.10 6,030 

Unfinished 275 2,025 803 200 @ 1320 2,640 

Inventory, balance 2,540 

Labor: finished goods 4,500 Adjustment account, difference 

Unfinished 525 5,025 material 375 



Factory expense: 

Finished goods 
Unfinished 


2,700 
315 3,015 




17,565 


Balance inventory 


2,540 
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Vouchers 



Supplies 
3,400 Work in progress, viz: 









801 finished 200 @ $3.00 600 








802 " 300® 2.50 


750 








803 " 200® 2.00 


400 1,750 








801 unfinished 










50® 3.00 


150 








802 " #100® 125 


125 275 




2,025 








Inventory 


1,000 








Adjustment account for 








3,400 
1,000 


difference 


375 




3,401 


Balance, inventory 








Direct 


Labor 




Cash, tailors, cutters 


etc. 


4,600 


Work in progress, viz: 




Adjustment account 


for 








difference 




425 


No. 801 fin- 










ished 200® $9.00 1,800 








No. 802 fin- 










ished 300® 6.00 1,800 








No. 803 fin- 










ished 200® 4.50 


900 4,500 








No. 801 un- 










finished 1/3 50® 4.50 


225 








No. 802 un- 










finished #100® 3.00 

EXPENSB 


300 525 




5,025 


5,025 




Factory 




Cash, foreman, etc. 




250 


Work in progress 




44 inspectors, etc. 




435 


60% of $4,500 labor 


2,700 


Vouchers, rent of factory 


500 


60% of $525 labor 


315 



" repairs to machinery, 

etc. 350 
u electric power 440 
* oil, waste, etc. 225 
Depreciation, equipment 100 
Adjustment account for dif- 
ference 715 



3,015 



3,015 
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Work in progress estimate: 
No. 801 200® 29.90 

802 300® 20. 10 

803 200 @ 1320 



Finished Goods 




Cost of sales, estimate: 




5,980 No. 801 150 @ 29.90 


4,485 


6,030 802 200® 20.10 


4,020 


2,640 803 125® 1320 


1,650 10,155 


Balance, inventory 


4,495 



14,650 



14,650 



Cost of Sales Adjustment 
Finished goods, cost estimate 10,155 Labor adjustment 



Material adjustment 
Supplies adjustment 



375 Factory expense adjustment 
375 Sales, adjusted cost 



10,905 



425 

715 
9,765 

10,905 



Cost of sales, adjusted 
Gross profit to profit & loss 



Sales 
9,765 Sales record 
4,535 



14,300 



14,300 



14,300 



Profit and Loss 
Office & salesmen's salaries 750 Gross profit from sales 



Salesmen's commissions 

Office expense 

Net profit to surplus 


700 

120 

2,965 




4,535 


Capital paid in 
Accounts receiTable 


Cash 

40,000 Vouchers paid 
9,000 Payrolls 
Balance 




49,000 


Balance 

Cash 
Balance 


35,315 

Vouchers Payable 

7,650 Voucher record 
8,585 




16,235 




Balance 
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7,650 

6,035 

35,315 

49,000 



16,235 



16,235 
8,585 
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Accounts Receivable 



61,550 



Sales record 




14,300 Cash 

Balance 


9,000 
5,300 




14,300 


14,300 


Balance 


5,300 




Balance-Sheet (Date) 

Assets Liabilities 
Machinery & equipment 10,000 Capital stock 
Less reserve 100 9,900 Surplus 


50,000 
2,965 


Material 

Supplies 

Work in progress 

Finished goods 


3,000 
1,000 
2,540 
4,495 


Vouchers payable 

11,035 

5,300 
35,315 


8,585 


Accounts receivable 
Cash 







61,550 



Although it may not be expected, it is well to give a profit and loss 
statement. This may be based on estimated figures with adjustments of 
the goods sold, as requested in the problem, or on the actual figures from 
the financial records. 



14,300 



Profit and Loss, Month of 




Sales 




Cost of sales, estimated : 




Material 


7,125 


Direct labor 


5,025 


Supplies 


2,025 


Factory expense 


3,015 




17,190 


Less inventory goods in progress 


2,540 


Estimated cost of goods made 


14,650 


Less inventory finished goods 


4,495 


Estimated cost of goods sold 


10,155 


Adjustments 




Deduct labor over-absorbed 


425 


Factory expense over-absorbed 


715 



1,140 



150 
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Less material unabsorbed 


375 








Supplies " 


375 


750 


39i 




Actual cost of goods sold 








9,765 


Gross profit 


4,535 


Selling and general expense: 










Office and salesmen's salaries 






750 




Salesmen's commissions 






700 




Office expenses 






120 


1,570 


Net profit for month 

P-DfkWTT A Wft T /ICC 


2,965 



Based on Actual Figures 



Sales 






14,300 


Cost of sales 








Material 


10,500 






Less inventory 


3,000 


7,50* 




Labor 




4,60* 




Supplies 


3,400 






Less inventory 


1,000 


2,400 




Factory expense 








Rent 


500 






Repairs 


350 




. 1 


Inspectors' wages 


435 






Power 


440 






Oil, waste, etc. 


225 






Foreman and timekeepers 


250 






Depreciation 


100 


2,300 










16,800 


Less goods in progress inventory, estimate 




2,540 




Cost of goods made 


14,260 




Less finished goods inventory, estimate 




4,495 




Cost of goods sold 






9,765 


Gross profit 


4,535 


Selling and general expense 








Office and salesmen's salaries 




756 




Salesmen's commissions 




700 




Office expenses 




120 


1,570 


Net profit for month 




2,965 
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Problem 3: 

A dealer in foreign exchange finds from his books that he has had the 
following transactions in London exchange during a particular month, viz.: 
Exchange bought in local market : 
Jan. 1 30-day bill, payable in London £300 @ 4.75 
Jan. 15 Bill due at sight in London £2,500 @ 4.76 
Exchange sold in local market: 
Jan. 5. Bill due in London at sight £1,000 @ 4.77 
Jan. 20. Cable transfer £2,000 @ 4.78 
Foreign correspondents' draft honored and paid: 
Jan. 20 Bill at 30 days after sight accepted Dec 21st 
£500 @ 4.78 

State how the balance on the account stands at the close of the month, 
and how much profit or loss has been derived from the transactions. (At 
Jan. 31st the rate for cable transfers is 4.80.) Is the profit or loss so 
stated final? 

Solution: 

Although the problem asks only for the balance at the close of the 
month and the profit or loss from the transactions, it is probable that the 
whole account is desired, as it would have to be set up any way. 

There are two ways of keeping foreign exchange accounts. The first 
one, which is prevalent in the United States, records the transactions in 
both currencies at the actual figures, the foreign currency columns con- 
stituting a running inventory. As in an old fashioned merchandise ac- 
count the inventory is valued at the end and the domestic currency balance 
is adjusted to the inventory value by a debit or credit to exchange ac- 
count. The account would be as follows : 

London Correspondent 
Jan. 



1 


30-days 


£300 


$1,425 


Jan. 


5 


sight 


£1,000 


$4,770 


15 


sight 


2,500 


11,900 




20 


cable 


2,000 


9,560 


20 


cash 


500 


2,390 




31 


Balance ® 
4.78 


300 


1,434 


31 


Cr. ex. 


£3,300 


49 

$15,764 














£3,300 $15,764 



Feb. 1 Balance 300 1,434 

The other plan, said to be prevalent in Canada, reduces all the trans- 
actions to a par of $4.8665 to the pound sterling by entries on the registers 
of bought and sold drafts, debiting or crediting exchange, as follows: 

Bought Register 

Cr. 

Dr. exch. exch. 

34.95 

26625 

4325 

344.45 



Date Name Rate £ s.d. 

Jan. 1 4.75 300 0.0. 

15 4.76 2,500 0.0. 

21 Acceptance paid 4.78 500 0.0. 


Cost 

1,425 

11,900 

23) 

15,715 


Par 
1,459.95 
12,166.25 
2,43325 


3,300 0.0. 

152 
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Sold Register 

Jan. 5 4.77 1,000 0.0. 4,770 4,866.50 96.50 

2i 4.78 2,000 0.0. 9,560 9,733.00 173.00 

31 Inventory balance 4.78 300 0.0. 1,434 1,459.95 25.95 



3,300 0.0. 15,764 16,059.45 295.45 
The balance of the entries to exchange is $49.00 as by the other plan. 
The sterling and the par columns would be posted to the ledger daily and 
the balance carried down January 31 would be £300.00, $1,459.95. 

The balance at the end is valued at 4.78, the cost of the last debit item, 
and not 4,80, which is the highest selling price. 

The profit as shown is not final. The balance on hand may not realize 
4.78. Even if it did, there would still be interest on the 30-day bill of 
January 1, and on the overdraft caused by the bill due at sight in London 
on January 5 and not covered until January 15 and also by the cable trans- 
fer of January 20 which would not be covered until the sight draft sent 
January 15 reached London. The London correspondent may also charge 
a commission for handling the business. 

Problem 4: 

A distinction is made between funded debt and unfunded debt Please 
define and compare, discussing the advantages and disadvantages, if any, 
attaching to each. 

Solution: 

The distinction between funded and unfunded debt is founded on the 
length of time within which the debt is payable. Montgomery speaks of 
"funds and other permanent investments." Dickinson speaks of "per- 
manent or long term loans or funded debt — as representing permanent 
capital." 

As long term loans are usually in the shape of bonds due at a fixed 
time in the more or less distant future or redeemable at the pleasure of 
the issuing corporation, the term "funded debt" is generally considered to 
mean bonded debt or at least long time mortgage liability. 

The great advantage of a funded debt is that the concern that owes it 
does not have to provide ways and means for meeting it as a present 
proposition, whereas unfunded debts have to be met within three or 
four months, either by payment or by renewal. The funded debt guar- 
antees to a corporation a certain amount of loan capital at a fixed rate of 
interest, so that it is not subject to the fluctuations of the money market 
in respect to the amount of the loan or the rate of interest that it may 
have to pay. 

A concern with a very large floating or unfunded debt may find itself 
at a time of tight money unable to renew its loans, and may thus be 
forced into the hands of a receiver. There is always ample time to pro- 
vide for a new funded loan, if the corporation owns fixed assets that are 
ample security for it, and in the meantime there is no danger of trouble, 
if interest is promptly paid. In addition, a corporation that is at all pros- 
perous can provide for the eventual payment of its funded debt by mak- 
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ing comparatively small annual contributions to a sinking fund. Of 
course, if the debt were not funded the same annual amounts could be 
used for its gradual reduction, but in the absence of compulsion it is not 
likely that it would be. 

The funding of the greater part of its indebtedness gives a concern 
better credit when asking for temporary loans from banks. A bank bases 
its estimate of a borrower's financial standing principally upon the pre- 
ponderance of active assets over active liabilities. It expects its loans to 
be paid long before the bonds mature, and therefore is satisfied if the 
borrower is certain to pay the bond interest 

The disadvantage of a funded debt is that it is not elastic. A" business 
may need large amounts of money for only a portion of the year. If it 
provides nearly all of its "peak load" by issuing bonds, it will be obliged 
to pay interest for a whole year for only a few months' use of the money. 
It can offset this expense to a certain extent by taking out time certificates 
of deposit from banks, or by buying commercial paper from brokers. If 
its indebtedness includes enough short time notes, it can save all the interest 
on idle money by paying off notes as they come due. In case of a per- 
manent reduction in borrowing needs, a business can always pay off its 
floating debts, but may not find it possible to redeem any of its bonds, the 
very fact that it is anxious to do so making the holders unwilling to sell, 
except at a considerable premium. 

For a business that needs large amounts of money for short periods 
only a combination of the two kinds of indebtedness is most advantageous, 
when possible. When the value of the fixed assets will justify it, such 
a concern may provide for more bonds than it needs to issue permanently, 
leaving a certain amount in the treasury. These treasury bonds may be 
used as collateral for short time loans at more favorable rates usually 
than it would have to pay on unsecured notes. This will enable it to 
reduce its dependence upon banks for unsecured loans, or perhaps elimi- 
nate it altogether. 

Increasing Capital Stock Out of Surplus 
Editor, Students' Department: 

Sir : In connection with an increase of capital stock I have encountered 
a situation which does not appear to be treated in the accounting works 
which I have consulted nor do I find a discussion of the point in question 
in The Journal of Accountancy. 

A corporation with an authorized capital stock of $150,000 is increasing 
its capital stock to $200,000, the increase in stock to be made from the 
surplus account and the stock to be issued to the company, in its name, 
to be held in the treasury as an asset. The $50,000 worth of stock issued 
to the company is considered an investment and it is desired to show the 
same on financial statements as an asset. It is not to be sold, but is to 
be held by the company. 

From the information available it would appear to the writer that the 
following entries would be in order: 

Surplus $50,000.00 ^^^ 

Capital stock _ ^^^ $50,000.69 

Increase of capital stock from $150,000 to 
$200,000 out of surplus 
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Treasury stock $50,000.00 

Donated capital $50,000.0i 

500 shares of stock at par issued to and held 
by the company as working capital 

Please advise me if the above entry is correct or recommend some 
book or authority whereby this matter can be adjusted. Also, will you 
please state how a procedure of this character is looked upon by the banks 
and credit agencies? 

I shall feel greatly obliged to you for your opinion and suggestions. 

Very truly yours, 

M. N. 
Philadelphia, Pennsylvania. 

The entries as given in the letter are wrong, because they purport to 
record action that was not taken. The stock representing the increase did 
not reduce the net worth of the corporation, because while it added $50,- 
000 to the liabilities, an equal asset of treasury stock was added to the 
assets. The stock is erroneously called treasury stock because it has never 
been paid for and issued and been since reacquired by the company. It is 
unissued stock. Again, the credit to donated capital does not represent 
the truth. A donation must be made by a donor, the corporation cannot 
make a present to itself — it cannot be at the same time donor and donee. 
If it is desired to segregate part of the surplus so that it will not be avail- 
able for dividends, it may be done by a simple journal entry, debiting 
surplus and crediting permanent surplus, special reserve or some other 
account with a similar name that will indicate its special character. It 
must be borne in mind, however, that the same authority, whether offi- 
cers, directors or stockholders, that set up the special account can cancel it 
at any time and throw the amount back into surplus, unless there is a 
contract with bondholders or other creditors requiring the account. 

The proper way to bring about the result that the company seems to 
desire is to procure an agreement from all its stockholders that they 
will donate to the company the entire amount of stock to be given them 
in a proposed stock dividend. Then the procedure will be as indicated in 
the following entries. 
Surplus $50,000.00 

Stock dividend $50,000.00 

Dividend declared at meeting, etc. 



Stock dividend $50,000.00 

Capital stock $50,000.00 

Payment of stock dividend by distribution of 
new stock to stockholders. 
(Note. This could also be done by charging stockholders and crediting 
capital stock, and then by charging stock dividend and crediting stock- 
holders.) 
Treasury stock $50,000.00 

Donated capital $50,000.01 

Stock donated by stockholders. 
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The stock having been paid for by the dividend and issued to the stock- 
holders is now true treasury stock, and having been donated to the cor- 
poration is now true donated capital. There is nothing to prevent the 
stockholders from crediting donated capital to surplus again. In fact, the 
directors can do it, unless the stockholders forbid it in the deed of gift. 

Banks and credit agencies cannot but look with favor upon any move 
which increases working capital, whether by the faulty method outlined 
in the letter, or by the out-and-out gift of a large sum by the stock- 
holders. 

Dividing Partnership Profits 
Editor, Student f Department: 

Sir : Will you kindly explain why it is incorrect for a partnership to 
carry its original investment in one account and subsequent undivided 
profits in another? 

If the members of a partnership decide to carry their accounts in this 
manner is there any ruling which prohibits their calling the account carry- 
ing undivided profits "surplus"? 

It appears to the writer that the principal difference between a partner- 
ship and a corporation involves the legal status rather than accounting 
methods, and the existing difference in accounting methods is based on 
custom rather than logic. 

In order to furnish the information required by the partnership excess 
profit tax returns, it would facilitate matters if a partnership chart of 
accounts corresponded as closely as possible with a corporation's. 

Yours very truly, 
Providence, Rhode Island. H. H. 

It can hardly be said to be incorrect for a partnership to carry its un- 
divided profits separately from its invested capital, but there are several 
reasons why it is not usual. 

I take it for granted that you do not mean that there should be one 
capital account for the entire capital of the firm, but that there should be 
a capital account for each partner. The way you express it implies the 
single account. There should always be a personal capital account with 
each partner, since in a partnership the personality is an important element. 

When the profits are determined they should be at once distributed to 
the partners, but there is nothing that requires that they shall be adde<l to 
the capital accounts, unless the articles of partnership call for such action. 
They can be credited to the personal or drawing accounts of the partners, 
if they so agree. If this is done, they are subject to the demands of the 
partners. 

The objection to leaving the profits in one general surplus account is 
principally because it is useless. In a corporation such an account is a 
necessity, because the capital stock account is a fixed amount and cannot 
be changed by the addition of profits. Besides, the stockholder has no 
right to demand his share of the profits, as has the partner. 

The existence of drawing accounts is another reason for the prevalent 
method. Of course, partners' debit balances must be eliminated, necessi- 
tating at least a partial division of the profits, for credit to the drawing 
accounts. Otherwise there is danger of an ignorant person's making the 
egregious blunder of charging partners' drawings to profit and loss. 

156 



Digitized-byVjOOQlC 



Students' Department 

However, if the partners prefer to leave the remainder of the profits in 
a surplus account, there is nothing to prevent their doing so. Unless the 
partners share profits equally, there would then be no indication in the 
accounts as to the amount of the interest of each partner. 

It will therefore be apparent that the difference, which, as you say, 
involves the legal status, also affects the accounting procedure. 

I cannot see that the information necessary for the determination of 
excess profits is more easily obtained by keeping a surplus account in a 
partnership. The surplus account is not a measure of the profits made : it 
is merely the remnant of profits not divided. The measure of profits made 
is the net credit balance of the profit and loss account, when every item 
has been included. This is what must be dealt with in preparing the income 
tax report The amount is not affected by the action taken with it, whether 
credited to the partners' drawing accounts, to their capital accounts or to 
surplus. 



Harvard School of Business Administration 

Owing to the fact that numerous students received their discharge from 
government service too late to take advantage of the regular session, the 
Harvard graduate school of business administration will conduct a special 
session from January 27 to August 30, 1919, inclusive. The session will be 
divided into two halves, the first to extend from January 27 to May 10, 
inclusive, and the second from May 12 to August 30, inclusive. There will 
be no recess during the special session. 

Requirements for admission as regular students and candidates for the 
M. B. A. degree have been modified in the following particular. Students 
who are not holders of the bachelor's degree from an approved college 
or scientific school will nevertheless be admitted provided they were 
entitled to senior rank in an institution of this kind at the beginning of the 
academic year 1918-19, and for a period of at least six* months have been 
engaged in the military or naval service of the United States or of one 
of the countries associated with the United States, or have been engaged 
in civilian war work. 

Additional information may be obtained at 17 University hall, Cam- 
bridge, Massachusetts. 



David Elder announces that he has retired from the firm of Mackay, 
Irons & Co. and has formed a partnership with C. D. Fairweather and 
William Pate to practise under the firm name of David Elder k Co. with 
offices at IS William street, New York. 



Mackay, Irons & Co. announce that David Elder has retired from 
partnership in the firm and that W. E. Crichton has been admitted into 
partnership as of January 1, 1919. 
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Correspondence 

"Credit of the Nations" 

Editor, The Journal of Accountancy: 

Snt: I ask your attention to a book lately issued, purporting to give 
authoritative information as to international finance. An extract follows : 
Credit in the United States 

We are now able to see how, in actual practice, the international account 
which for the first three years of the war showed a credit in our favor of 
$6,864,700,000, was balanced, and how much gold was imported in this 
settlement. From August 1, 1914, to August 17, 1917, the excess of imports 
over exports of gold was $1,111,958,000,* or more than the whole stock in 
the treasury before the war. 

* Federal Reserve Bulletin, September, 1917, p. 655. 
The total result for the three years may be expressed approximately in 
the final international balance-sheet for three years (in millions) : 
Cr. Dr. 

Merchandise balance $6,865 Securities returned $2,200 

Remittances to friends (3 Loans by non-government in- 

years) 750 stitutions 1,570 

Relief funds 90 Loans by the United States. . 2,149 

Dividend account (3 years). 600 
Freights and insurance (3 

years) 75 

Imports of gold 1,111 

$7,705 $7,705 

(The above is extract from Credit of the Nations, by J. Laurence 
Langhlin. Charles Scribner's Sons, New York, 1918— pp. 340 & 341.) 

You will note the author says "We are now able to see, etc." Perhaps 
"we" can. I would have to use a reversing mirror to see, however. Not 
only are the items classified as "assets" and "debits" on what we consider 
the wrong side, but they are mixed up at that 

Thus, our gift to relief funds abroad— $90,000,000 — is classified as a 
"credit" to be offset by "imports of gold" from abroad, and similar treat- 
ment is given to "remittances to friends" abroad. 

Some obfuscation of mind might cause one to feel that the relief to 
the Belgians was a "credit" to us, but for accounting purposes it is a 
credit only on the books of the Recording Angel. But I can think of no 
reason for putting the "remittances to friends" on the wrong side, unless 
the writer was like a bookkeeper I once knew who kept a desk card read- 
ing "Debit side, the side nearest the hatrack," and who went wrong when 
his object of reference was moved. Who moved the professor's hatrack? 

Besides all this, the account balances as it stands, although when the 
items are properly grouped, there is a difference of $1,680,000,000. Won't 
Mr. Langhlin please explain whether this book was intended as a com- 
panion to Alice through the Looking Glass. 

Yours very truly, 

Brooklyn, New York. F. W. T. 
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Book Review 

THE FINANCING OF PUBLIC SERVICE CORPORATIONS, by 

Milton B. Ignatius, LL.M. The Ronald Press, New York. 

The author states in his preface : "It has been my aim to offer in this 
one volume a comprehensive discussion of all the important aspects of 
public service corporation financing, from the inception of the enterprise 
and the issue of certificates of interest or indebtedness to the expenditure 
of the proceeds and the permanent record thereof." We need not quarrel 
with the author's aim, which we think he has successfully carried out, 
considering that the book was intended by him mainly for the use of 
corporation officers, bankers and brokers and others directly interested in 
one way or another in public utilities ; but it is only fair to warn students 
of accountancy that fully two-thirds of the volume of 500 pages is devoted 
to elementary principles and definitions that they will have acquired 
already in standard works on corporation accounting. The really inter- 
esting part of the work to accountants will begin with part IV, chapter 
XIII, where the author takes up the subject of public regulation through 
commissions. It is a very fair and impartial study of the various problems. 
Mr. Ignatius has been on both sides of the fence and is well qualified in 
consequence. 

There are two rather significant points the author lays some stress 
upon in which we think most of his readers will agree with him : that in 
spite of all their vehement disclaimers of responsibility regulating com- 
missions do offer the investing public a moral, if not a legal, guarantee 
of public utility securities which they approve, particularly, we might add, 
when proposed issues are modified in accordance with suggestions from 
the commissions; and that there is great danger to the future public use- 
fulness of regulating commissions in the growing tendency to make posi- 
tions on these commissions political rewards for party services. While 
Mr. Ignatius does not say nor imply in any way that there is any relation 
between these two facts, it requires but little reflection to see that there 
is bound to result a very close relationship. What is more natural than for 
a commissioner who has received his appointment as a reward for political 
services to help along deserving henchmen who may wish to exploit public 
utilities ? 

There is one feature of public regulation with its curious combination 
of legislative, executive and judicial powers upon which the author does 
not seem to touch. This feature is the inevitable mesh of red-tape in 
which every commission eventually finds itself wound up more or less. 
It is inevitable in the very nature of its being. Every decision sets a prece- 
dent which is appealed to in later cases, until in the end a good part of 
a commission's time and labor is devoted to seeking ingenious distinctions. 
This tendency is marked enough in the courts, and it is further enhanced 
and complicated in utility hearings by the injection of engineering, finan- 
cial and accounting features until one wonders that the commissions are 
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able to effect as much as they do— and it cannot be denied that they have 
accomplished marvels. Nevertheless, when it becomes necessary for the 
federal government to take over the largest public utility in the country 
in order to get service, it does look as if the regulating commission had 
failed somewhere. It was a war measure to be sure, but oddly enough 
the government seems strangely averse to allowing the commission to 
resume its powers now that peace is coming, and proposes instead to 
show us what it, the government, can do in the way of efficient service. 
What, then, is the trouble with public regulation by commissions? 

W. H. L. 

Bertram D. Kribben 

We announce with deep regret the death of Bertram D. Kribben, mem- 
ber of. the council of the American Institute of Accountants. 

Mr. Kribben for many years had been one of the most active members 
of the Institute, and his services, particularly on the committee on 
education and board of examiners, will always be remembered as of the 
utmost value. 

Mr. Kribben was a member of the state board of accountancy of 
Missouri and a member of the St Louis bar. 

The entire accounting profession is the poorer for the loss of this 
most able and valued member. 



George Alton Torrey 

George Alton Torrey, an associate of the American Institute of 
Accountants and a certified public accountant of the state of Washington, 
died of pneumonia December 28, 1918, at Seattle, Washington. Mr. 
Torrey passed the examinations of the institute in June, 1917, and was 
rated second among those who passed with distinction. 

Correction 

The article entitled Outline of a Cost Accounting System for a 
Wooden Ship Yard by Frederick W. Davis, appearing in the January 
issue of The Journal of Accountancy consisted largely of matter taken 
verbatim from general circular 60 of the auditing division, Emergency 
Fleet Corporation, which was prepared and signed by Gordon Wilson, 
who at the date of the circular (August 27, 1917,) was assistant general 
auditor of the United States Shipping Board. Proper credit for such 
reproduction was omitted. This explanation is offered with apologies to 
Mr. Wilson. 



Frederick B. Hill & Co. announce the opening of offices at Haddington 
building, Norfolk, Virginia. 



Leslie; Banks & Co. announce that Charles Griswold Bourne has 
become a member of the firm. 
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Work of the Excess Profits Tax Investigator* 

By R. G. Cranch 

Investigators under the excess profits tax law require two dis- 
tinct branches of preparation : first, in the practical interpretation 
of the law and its application to difficult cases and, second, in 
those principles of accounting which control and govern the cor- 
rect determination of earnings and invested capital. 

The excess profits tax investigator must recognize only one 
standard in his work, and that is absolute fairness and justice in 
the application of the law, without attempting to favor either the 
taxpayer or the government. Where there are two possible solu- 
tions to a problem in taxation, the solution that most nearly 
accords with common sense should be chosen, even though a 
purely technical interpretation of the law might yield a greater 
revenue to the government. It is equally important that no tax- 
payer should be permitted to evade just taxation through mere 
technicalities, when the spirit and intent of the law have been 
violated. 

While the legal side of the internal revenue service is intensely 
interesting, we must pass on to our subject, which involves the 
relation of accounting principles to the work of the excess profits 
tax investigator. 

The object of the science of accounting might be described, 
from the practical point of view, as the accurate determination of 
the net worth of various businesses, the fixing of the true amount 
of their earnings, and the ways and means by which those earnings 
may be legitimately increased by better methods, both in produc- 
tion and in the elimination of waste. 

*An address delivered before the internal revenue agents and inspectors of the 
Philadelphia division January 18, 1919. 
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From this brief practical definition, it is clear how closely the 
work of the accountant is allied to that of the excess profits tax 
investigator. In fact the chief difference between the work of 
these two classes of men is that the accountants are called upon 
to determine the results in the first instance, before even the 
owners of the business have decided what would be a fair state- 
ment of their profits, while the excess profits tax investigator 
nearly always finds carefully prepared statements of earnings and 
of net worth, his chief function being to verify legitimate items 
and to call in question all illegitimate items and conclusions. We 
must always remember that destructive criticism is easier than 
the doing of constructive work and be a little careful how we tear 
down what others have built up, until we have something better 
to put in its place. 

One will frequently find statements of earnings and net worth, 
some of them prepared by public accountants, which leave much 
to be desired in the way of clearness and accuracy, but before 
rejecting them as unfair, one should find out if the practical cir- 
cumstances would permit an internal revenue agent to make better 
statements. If not, then the best practical adjustment will have 
to be made, guided almost exclusively by common sense and a 
desire to be fair to all parties concerned. 

There are a few concrete suggestions in regard to investiga- 
tions, which I would like to submit, from my past experience as 
a public accountant, for consideration and discussion. 

First, I would emphasize the importance, wherever possible, 
of actually seeing the physical property which goes to make up 
the invested capital of the company being investigated. In this 
way one will soon secure a working knowledge of about how 
much machinery, building construction, mine tunnels or other 
assets should be represented by an expenditure of $10,000.00, 
$100,000.00 or $1,000,000.00, in the industries which are common 
in the district. Of course, you will constantly be meeting excep- 
tional cases, but the broader your experience grows, the easier 
it will be to handle the unusual problems. 

If you have carefully examined a detailed asset and liability 
statement and profit and loss account, covering the business you 
are investigating, and then thoroughly inspect the operations of 
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the plant, you will be surprised how readily and quickly you can 
put yourself in a position judiciously to question the taxpayer 
regarding the results of his business. 

This introduces a second suggestion, which is that you study 
briefly, but most carefully, the character of the men with whom 
you are dealing. The men you will meet can be roughly divided 
into three classes : 

a. Those whose actions are plainly guided by principles of 

right and justice. 

b. Those who believe "honesty is the best policy," but don't 

hesitate to put a selfish and narrow construction on that 
policy, and 

c. Those who deliberately plan to defraud the government of 

taxes due and would defraud anyone else, provided the 
opportunity presented itself and they were not afraid 
of being found out. 

The surest way to draw a man out, without giving offense, 
is to take a genuine interest in the growth and development of his 
business. This is not hard, for if a man loves his work as an 
accountant or as an excess profits tax investigator, he will have a 
keen interest in the success of his work, which after all is bound 
up with and dependent upon the success of the business man 
and taxpayer. 

If a man feels that you take a personal interest in his business, 
he will take pains to see that you have a correct understanding of 
it. Every time you reach such a correct understanding of a man's 
business, your future work is made easier. 

In the handling of the human element in making tax investi- 
gations, it is of the utmost importance to prove to the taxpayer 
the intention and desire of congress and the bureau of internal 
revenue to treat the public fairly. Often a taxpayer will be nurs- 
ing a grievance, which can be entirely removed by a straightfor- 
ward explanation. I have in mind a man in New York who 
believed it was grossly unfair for the government not to allow the 
deduction of income taxes as an expense of the business. 

After explaining how impracticable it would be for the gov- 
ernment to make such an allowance, due to the resultant shrink- 
age of revenue in following years, and after explaining further 
that the government, under the stress of war and our struggle 
for national existence, had a right to consider itself a partner 
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in every man's business, this particular taxpayer was well satisfied 
to regard his payments to the government as a division of the 
profit, rather than as a business expense. This simple explanation 
cleared his mind of a feeling of grievance, and in spite of the 
assessment of considerable extra tax, I firmly believe that he had 
a more friendly feeling toward the government after the verifica- 
tion of his income tax return than before. 

Probably the most difficult and unpleasant type of excess 
profits tax investigation is that covering cases of intentional fraud. 
In these cases there are hardly any limits to which the internal 
revenue agent is not obliged to go in order to right the wrong, 
and the procedure of examination will have to be as thorough 
and comprehensive as that adopted by the most skillful of the 
public accountants who are engaged to uncover defalcations and 
other business dishonesty. It would take many hours to discuss 
the matter of fraudulent returns; therefore we proceed to the 
consideration of more normal cases. 

The great bulk of our tax recoveries is not made from the 
deliberately dishonest class, but is rather the result of returns 
made without full knowledge of how the tax laws apply. Also 
there are heavy recoveries to be made from companies whose 
business methods have been so conservative that they have never 
allowed their full earnings to appear in their profit and loss account 
or balance-sheet. In such cases a knowledge of accounting will 
be found very helpful. 

This brings us to a third suggestion, relative to the best 
methods for making detailed verification of the items appearing 
on the balance-sheet. In this work probably the greatest diffi- 
culties encountered will be to ascertain that the original or March 
1, 1913, values on the balance-sheet represent bona fide cash 
values, and what items appear at figures above or below actual 
cash values. 

One great stumbling block which will be frequently found is 
the excessive valuation placed upon certain assets in order to 
meet the legal requirements covering the issuance of stock full- 
paid and non-assessable. Many taxpayers try to avoid a search 
into such legally established values for fear that the result will 
have some effect in undermining the legality of the stock issue. 
To this objection I have always answered that adequate legal 
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consideration and fair cash value for taxation purposes do not 
need to be the same — in fact frequently cannot be the same under 
the regulations prescribed by the internal revenue service. 

The internal revenue agent cannot be expected to have the 
same knowledge as to plant values that is possessed by the pro- 
fessional appraiser, but his daily experience will soon enable him 
to detect rank overvaluation of assets, and where this condition 
exists he is forced to seek some remedy. Usually the best way is 
to make such an investigation of the original costs and subse- 
quent additions as will reveal the source of the padded valuation. 
It will sometimes be found that plant values have been improperly 
built up through capitalizing renewals and sometimes even 
supplies. In other cases one will find a mixed total of tangible 
and intangible property given for capital stock, making it diffi- 
cult to secure a separate valuation of the physical property. Some- 
times one will find new appraisements ingeniously worked into 
the book values in such a way as to conceal the true costs. 

Insurable values are frequently obtainable, and often make a 
very good basis for criticism of the plant values shown in the 
books. I have in mind one case where a common sense knowledge 
of machinery values satisfied me that the figures submitted were 
seriously inflated. The first attempt was to establish the over- 
valuation through a comparison with costs, but this was not satis- 
factory, because much of the plant was about forty years old. 
It was very apparent, however, that many items of maintenance 
had been capitalized. 

As costs were not available in any serviceable form, we turned 
to insurable values, found that the plant had been carefully ap- 
praised by mutual fire insurance underwriters, and that the insur- 
able value was much below the capital value claimed. We then 
based the invested capital figures on the appraisement of the fire 
underwriters, which was the maximum figure we felt that the tax- 
payer could justify. 

Closely connected with the question of plant values and 
appraisements is the question of depreciation. Thanks to the 
invested capital clauses of the excess profits tax law, this question 
is a little easier to deal with than formerly. 

If a man wants to take an excessive depreciation into the 
income account, the solution lies in insisting that the same high 
depreciation must be used in arriving at his invested capital. In 
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this way you can set the taxpayer's desire for a high depreciation 
to be charged against earnings in his income account against his 
desire for a high invested capital, thereby arriving at a happy 
medium. 

Reserves for bad debts and some other reserves, while they 
may be justified from the accounting point of view, must be cut 
out in considering tax returns, as they do not represent expenses 
or losses which are completed transactions. 

Depreciation of inventories is a frequent source of tax evasion. 
Of course the new rule permitting inventories to be taken at cost 
or market prices, whichever are lower, constitutes a very liberal 
provision, and care must be taken that the taxpayer does not 
abuse his privileges to evade legitimate taxation. Some tax- 
payers believe they have the right to inventory on the basis of 
cost or market prices, whichever are higher. It is easy to see that 
if this were permitted great efforts would be made to swing a 
part of the 1918 profits over into 1919 by this method, in order 
to secure the benefit of the presumably lower rates of 1919. 

Many times evasion will be practised by completely eliminat- 
ing large items from inventories on the plea that they are worth- 
less. Of course, if this action is not based on the facts, it will 
soon prove a boomerang, because when the merchandise is used, 
it cannot be included a second time as a cost of goods manufac- 
tured. If the tax rate has decreased since the time of the improper 
writing down of the inventory, the taxpayer is ahead, but if it has 
increased since that time, the taxpayer is going to pay more tax 
than his actual earnings demand. A taxpayer with fraudulent 
intent, when faced with this condition, is not unlikely to change 
the figures of his previous inventory. This must be watched very 
closely by comparison with the returns of the previous year. 

Great care must be taken to see that the liabilities are accu- 
rately stated, and that no loans to the company are camouflaged 
as part of the invested capital. 

There are many suggestions to be considered in the verifica- 
tion of the income account. In a company which keeps good and 
accurate accounts it is often the best practice to examine the 
income account first, but in all cases of rough or approximate 
records I like to consider the invested capital first, on account of 
the insight it gives into physical values and operating processes. 
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It is very good practice in verifying the income or profit and 
loss account, to turn first to the surplus account (or capital account 
if you are investigating a partnership) ; determine the net worth 
of the business at the beginning of the period and at the end of 
the period ; and then to the increase in net worth add all dividends 
or drawings paid out during the year. This will give you the 
figure with which the piofit and loss account must be brought 
into agreement. Of course a close inspection must be made of all 
special surplus or adjustment accounts to determine that part of 
the earnings has not been diverted from the usual channels in 
order to make the income appear smaller than it really is. The 
plea is frequently made that certain earnings are the result of 
previous years' operations, and that they should not enter into 
the current profit and loss account. In such cases you will some- 
times find income transferred directly to surplus account, which 
must be brought back into the income for the current period, 
unless amended returns are filed for the previous period. 

Revenue agents should fully realize the value and importance 
of the basic principle of double-entry bookkeeping, that the net 
income revealed by the profit and loss account must reflect itself 
in the asset and liability statement by an increase in the net worth 
of exactly the same amount, if no dividends have been paid. If 
dividends have been paid the increase in net assets, plus the divi- 
dends, will exactly equal the income reported for the year. 

A great step forward was taken by the department when it 
first required the taxpayer to report his gross sales, cost of sales 
and gross income as adjusted by inventories, from which are then 
deducted the allowable expenses. Formerly the confusion as to 
how gross income should be calculated made a great deal of 
trouble for examining officers, while now it is relatively easy, for 
nearly all companies have a satisfactory record of gross sales. 

Wherever there is the least doubt as to the honesty of the tax- 
payer, every effort should be made to see that his gross sales 
fairly represent the total production of his factory, as adjusted 
by inventories. Very useful partial proofs of the accuracy of 
the gross sales can be secured in indirect ways, according to the 
nature of the business. If the finished product is nearly all com- 
posed of metal, or if the metal used is represented by a uniform 
percentage of the total weight of shipments, a rough proof can 
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be obtained by comparing the weight of metal consumed with the 
sales reported, with an allowance of course for wastage and in- 
ventory changes. 

Frequently the rough production records of a factory will 
show the number of machines produced, which should be ac- 
counted for either in sales or as an increase in inventory. The 
advantage of going back to the factory records is that they are 
less likely to have been dishonestly tampered with in order to 
defeat the purposes of an honest examination. 

In the case of yarn spinners, the yarn produced should bear 
a definite relation to the wool purchases. In other businesses 
there are other ways of proving the honesty of the gross sales 
reported, and this is one of the most vital points in those cases 
where fraud is suspected. 

In the case of a coal mine, the railroad weights of shipments 
can be used as an almost perfect proof of how many tons should 
appear in the sales accounts. In cases of suspected fraud such 
information could be obtained direct from the railroad after se- 
curing proper authority. 

There is considerable difference of opinion as to what should 
be allowed under cost of sales. I believe that this should be con- 
fined to direct labor and direct material. In many cases this item 
should receive peculiarly careful verification in order to deter- 
mine that it does not include payments at higher than market 
prices to affiliated companies or to other favored parties. In 
extreme cases of this kind, the revenue agent should secure author- 
ity for the making of a consolidated return, as frequently the 
interrelated companies do not own as much as 95% of each other's 
stock, and therefore do not come under the ordinary application 
of the rules covering consolidated returns. 

Of course the general expenses must receive careful considera- 
tion. Here you will find donations to be disallowed, excessive 
and illegitimate traveling expenses, private automobiles charged 
to company expenses, capital expenditures made to look like 
expenses, and the thousand and one other items constantly ap- 
pearing on the border lines between legitimate expenses and impo- 
sitions on the government. 

The deductions for losses should be subject to very close 
scrutiny. The chief difficulty is definitely to justify them as losses 
of the period under review, although of course you will occasion- 
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ally find losses claimed which are nothing shott of ridiculous, 
such as the cutting in half of normal expenditures on the plea 
that values are temporarily inflated. 

Depreciation we have already considered under invested capi- 
tal, but there is one additional point to be mentioned. The stan- 
dard forms call for an allowance for depreciation, from which 
shall first be deducted the cost of repairs and maintenance, the 
balance only to be charged to profit and loss. A recent court 
decision points out that repairs and maintenance are no part of 
the allowance made for depreciation, but that depreciation repre- 
sents the loss, which is gradually reducing the value of the prop- 
erty to the point where it must be discarded as worthless, and is 
over and above all maintenance and repair charges. This is 
common sense accounting, and will no doubt be recognized by 
the department, though of course under this interpretation the 
rates would be lower than where depreciation is expected to cover 
maintenance and repair charges, as well as the gradual extin- 
guishment of the effective life of the machine. 

In closing, I will summarize briefly a few of the important 
points : 

1. See the physical property you are dealing with to obtain 
an understanding of its real value. 

2. Know the man you are investigating and fit the thorough- 
ness of your examination to his probable character. 

3. In verifying the assets shown on the balance-sheet keep 
constantly in mind the influences which would cause the taxpayer 
to use book values which are different from the cash values, such 
as the legal necessity for issuing capital stock full-paid and non- 
assessable. 

4. In verifying the liabilities take special care to see that all 
liabilities are bona fide, and do not allow the inclusion of credit 
balances in favor of interested parties, made to cover up and sup- 
port improper charges to expenses. 

5. In verifying capital accounts and surplus, see that no loans 
from deceased partners or others are allowed to appear as capital, 
and that reserve accounts included as capital have not also been 
written off to the expenses. 
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6. In verifying income satisfy yourself that the gross sales 
are correct, and that all income items are proved in aggregate 
by the results shown in the balance-sheet. 

Last, but not least, remember that fairness to the honest tax- 
payer demands that the revenue agent pursue his work diligently, 
and in such a way as to lose the minimum of tax income justly 
due to the government. 
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EDITORIAL 
The Revenue Act, 1918 

This issue of The Journal of Accountancy might fitly be 
described as "income tax number." The text of titles 1, 2, 3 and 
14 of the revenue act of 1918 are printed in the income tax depart- 
ment and occupy the bulk of the magazine. 

No apology is necessary for this extended reproduction of the 
tax provisions of the revenue act. No piece of legislation is of 
comparable importance with it from the accountant's point of view, 
and while most readers of The Journal of Accountancy have 
seen the full text of the law it is desirable that they should have 
in the magazine all those provisions to which reference will be 
made in later issues in the form of treasury decisions, court judg- 
ments, etc. 

The revenue act of 1918, of course, is far from perfect. It 
seems to be humanly impossible to prepare a taxing measure 
which will be regarded as faultless. But taken as a whole the 
act is an infinite improvement upon its predecessor, and we believe 
that by means of judicious administration it will be productive of 
an enormous amount of revenue with a minimum of public dis- 
comfort. 

No government can extract six billion dollars from the pockets 
of one hundred million people and avoid annoyance and even 
actual injustice. Probably many of the taxpayers of the United 
States will feel themselves seriously aggrieved by the methods of 
administration adopted by the treasury department, and no doubt 
many of them will have good grounds for their complaints. But 
these things are inseparable from taxation on a grand scale. The 
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probability is that the great bulk of taxes will be assessed and col- 
lected without undue annoyance to the taxpayer, and without 
arousing general opposition. 

Most Americans feel that the greater the amount of taxes 
raised, provided the proceeds be judiciously used, the better for 
the country at this particular time. We are saddled with a stu- 
pendous national debt and we enjoy enormous national prosperity. 
It seems, therefore, that the course of wisdom is to wipe out as 
much of the debt as is practicable during these times of prosperity 
and thus rid posterity of a burden of continuing debt. 

The four Liberty bond issues and the fifth, if it be issued, will 
make demands upon the national treasury to an unprecedented 
extent. It will be well to meet all obligations even before the date 
of their maturity if it can be done without jeopardizing the sta- 
bility and efficiency of the business machine of the country. 

The new revenue act provides for a levy upon practically every- 
one outside the class of unskilled labor. The taxes run in the case 
of high incomes to a point which leaves comparatively little for the 
pocket of the taxpayer, but we do not hear complaints as to the 
burden of taxation. The public demands an equitable and fairly 
administered tax law. So long as it has that there will be no wide- 
spread opposition to paying our bills as a nation. 

After the tax has been collected, however, the public will 
demand that some attention be paid to the fundamental principles 
of economy. We have run into a time of billions, and it will be 
hard work for the national mind as expressed in government to get 
back to thinking in mere millions. Thousands, of course, are 
inconsiderable. 

It is to be feared that we were not long enough in the war. The 
people of the country were beginning to feel the pinch of war and 
to learn the value of conservation and saving. The government, 
however, reached the point of magnificent ideas without having 
experienced any difficulty in obtaining money, and a spirit of 
extravagance of the most ridiculous kind pervaded congressional 
and administrative departments of the government. 

The Republicans having acquired control of both houses of con- 
gress are making loud protestations of their intentions to supplant 
extravagance by economy, to call a halt on unconsidered expendi- 
tures — and generally to clean house. The history of party govern- 
ment reveals many such protestations and comparatively few ful- 
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fillments. But it is to be hoped that at least some of the undertak- 
ings of what has now become the majority party may be carried 
out. Goodness knows there is room for improvement. 

The public will not protest against heavy taxation fairly 
applied, but it will protest vigorously and effectively against con- 
tinued disregard of the laws of economy. 

It has been said that the new law is an improvement on its pre- 
decessor. The double taxation which was created by the 1917 
amendment to the 1916 law is ended, and we have a straightfor- 
ward tax which the ordinary man will be able to understand if he 
applies himself intelligently to the matter. 

Many people are expressing the opinion that the revenue bill is 
incomprehensible. As a matter of fact, most of those who make 
this statement have not even read the bill, but going by precedent 
and bearing in mind the hopeless muddle of 1917 have come to the 
conclusion that 1918 can be no better. 

There are, of course, many things which the ordinary business 
man would desire to amend in the new act, but it marks so great 
an improvement that adverse criticism might well be suspended 
until we see how the administration of the law will turn out. The 
government has recently had the advantage of the advice of many 
accountants, and we believe that much of the improvement in the 
act is due to the influence of expert advisors in the department. 

As time goes on the question of income taxation will resolve 
itself more and more into a science. Ultimately it may not be 
Utopian to hope that a few men who really understand the princi- 
ples of taxation will find their way into congress and will be able 
to embody their ideas in law. We are still in the experimental 
stage, but finally we shall come to the point where the public may 
reasonably expect that congress can be relied upon to enact tax 
measures conforming to the sound principles of business and 
economics. 



Filing Income Tax Returns 

Under the provisions of the new revenue act returns must be 
filed by March 15th accompanied by a payment of 25 per cent, of 
the amount of the tax estimated by the taxpayer to be due. The 
law contains a provision that extension of time may be granted in 
the discretion of the commissioner of internal revenue. This year 
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the circumstances are peculiar and it is necessary that the treasury, 
in order to meet certain certificates of indebtedness falling due, 
should receive the amount of tax revenue required by the law. 

With this thought in mind the secretary of the treasury made an 
announcement to the effect that there would be no extension 
granted in any case. Apparently he did not stop to consider the 
effect of such a statement if literally interpreted, and there was in 
consequence great consternation among taxpayers. The forms 
were not expected to be available before March 1st, and it was 
immediately recognized that it would be a physical impossibility 
for all the taxpayers in the country to make returns within fifteen 
days after receipt of forms. 

The thing was so manifestly impossible that the public came to 
the conclusion that an extension must be granted whether the sec- 
retary agreed or not. 

The bureau of internal revenue on February 13th issued a state- 
ment, which was printed in part in many of the daily papers, 
explaining how an extension might be obtained, and this consid- 
erably relieved the anxiety of the public. Unfortunately, how- 
ever, many taxpayers seem to have seen the statement of the 
secretary of the treasury and to have missed the announcement of 
the bureau of internal revenue. 

In view of the great importance of the question we reproduce 
in full the announcement of the bureau. 

Bureau of Internal Revenue, 
Washington, D. C. 

Although no general extension of time will be authorized for filing 
federal income tax returns due March 15, the commissioner of internal 
revenue has approved a novel feature of tax* collection which will serve 
for all practical purposes as a possible extension of 45 days for the filing 
of corporation income and excess profits tax returns in cases where cor- 
porations are unable to complete and file their returns by March 15. 

If a corporation finds that, for good and sufficient reason, it is impos- 
sible to complete its return by March 15, it may make a return of the 
estimated tax due and make payment thereof not later than March 15. 
If meritorious reason is shown as to why the corporation is unable to 
complete its return by the specified date, the collector will accept the pay- 
ment of the estimated tax and agree to accept the revised and completed 
tax returns within a period of not more than 45 days. 

Under the plan adopted for corporation payments and returns, the 
government will be able to collect approximately the amount of tax* due 
on or before March 15, thus meeting its urgent needs; and corporations 
actually requiring further time for the preparation of their complete 
returns will be granted ample time in which to do so. 

One of the advantages of this plan is that it relieves the taxpayer of 
one-half of one per cent, interest per month that would attach to the pay- 
ment of the taxes under an extension granted at the request of the tax- 
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payer. The taxpayer will, of course, not be relieved of interest on such 
amount as his payment may fall short of the tax found later to be due on 
the basis of his final return. 

Should the payment on March 15 of the estimated tax' due be greater 
than the tax eventually found to be due on examination of the completed 
return, the excess payment will automatically be credited to the next 
instalment which will be due on June 15. 

Provision for systematically handling this new feature will be made in 
the construction of the new return blanks for corporations. The new 
form will be a combined income and excess profits blank, embodied in 
which is a detachable letter of remittance. Any corporation which finds 
that, for sufficient reasons, it cannot complete its return by March 15, may 
detach and fill out the letter of remittance and forward same to the 
collector on or before March 15, together with a cheque, money-order or 
draft for the tax due on that date. 

If the exact date is not known, the estimated tax" due will be paid in 
this manner. A statement in writing of the reasons why it is impossible 
for the corporation to complete the return by the specified date must 
accompany every such remittance. 

Individual taxpayers will be given similar privileges in cases in which 
it is made clear by the taxpayer that the time available is not sufficient to 
enable him to complete his return by March 15. No reason exists, accord- 
ing to the internal revenue officials, for delaying the filing of the returns 
of individual incomes, except in unusually difficult cases. 

Forms for returns of individual incomes up to $5,000 will be distributed 
by collectors within a few days. Forms for larger incomes will be avail- 
able about February 24. Corporation blanks will be distributed by March 
1. Regulations governing the administration of the new income tax will 
also be available before March 1. 

Reading between the lines of this announcement we think it 
might be safe to say that the taxpayer, corporate or individual, 
with a valid reason for requesting extension, will have small diffi- 
culty if he will observe the rules laid down in the foregoing 
announcement, estimate the probable tax and send a cheque for 
25 per cent, of the amount. 

As there will be hundreds of thousands of requests for exten- 
sion it may reasonably be expected that extensions will be granted 
without unnecessary questionings and delays. 

In other words the bureau of internal revenue realizes that it 
must cooperate with the taxpayer in order to achieve results, and 
there is no reason to expect needless rigidity in the administration 
of the law. 
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Edited by John B. Niven, GP.A. 

The subject matter in this issue is the new income tax law, to be 
known as the revenue act of 1918. The text of titles I, II, III and XIV 
of the act is here published. Title I contains general definitions, title II 
the income tax law, title III the war profits and excess profits tax pro- 
visions, and title XIV the repeal provisions, etc. 

Accountants are advised to post themselves on the fundamental fea- 
tures of the law from the statute itself, rather than to depend on outside 
comment for their information. A thorough perusal is, therefore, recom- 
mended. Some of the universally significant points that should be par- 
ticularly observed by all may, however, be very shortly summarized with 
profit here: 

The new date for filing (Sec. 227), and the payment of the tax 
in quarterly instalments (Sec. 250), the first accompanying the return. 

The normal income tax rates for individuals (Sec. 210-a) and the 
point at which surtaxes begin (Sec. 211 -a). 

What items, such as insurance and gifts, may be excluded from in- 
dividual income (Sec 213) ; what credits are allowed for dividends, 
exempt interest and specific allowances (Sec. 216); what are legiti- 
mate deductions (Sec. 214-a), and also what are not (Sec. 215). 

The "personal service corporation" (Sec. 200), the income of which, 
like that of partnerships, is taxed to the members and not to the 
business (Sec. 218-a and e). But the partnership (Sec. 224) and the 
corporation (Sec. 239) must nevertheless make a return. 

The normal rate for corporations (Sec. 230-a-l) ; what the pre- 
viously deductible "excess profits tax" is (Sec. 301-a, first and second 
brackets) and the "war profits tax" (Sec. 301-a, third bracket), and 
their rates; the limit on these taxes (Sec. 302); what the "excess 
profits credit," based on "invested capital," consists of (Sec 312), 
and the "war profits credit," based, first, on pre-war earnings and 
increased capital (Sec. 311-a, 1-2) but with a minimum based on 
present invested capital (Sec. 311-a-3); what "invested capital" is 
(Sec 326-a), being determined from the capital accounts, modified in 
regard to "intangibles" (Sec 326-a-4-5) and "inadmissible assets" 
(Sec 326-c), as defined in Sec 325-a. The deductions allowed to cor- 
porations (Sec 234), which do not include "contributions." 

Consolidated returns are now required for affiliated . corporations 
by the statute (Sec 240), in place of merely being the subject of 
treasury regulations as formerly. 
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Where the fiscal year overlaps the calendar year, taxes are paid 
on proportionate amounts of income at the rates of the respective 
calendar years (Sec. 205-a, Sec. 335). 

The exemptions on Liberty bond interest (given in the December, 1918, 
issue) must be considered with the limitations on the deductibility of 
interest paid (Sec. 214-a-2 and 234-a-2). 

We also publish two treasury decisions (T. D. 2787 and 2791). The 
first relates to the earlier income tax laws. The second is of current 
interest because it settles definitely the status of reserves for federal taxes 
in the computation of invested capital, the amounts of taxes paid being 
deductible from invested capital from the dates when they became due 
and payable. 

TREASURY DECISIONS 

(T. D. 2791, February 17, 1919). 

For the Purposes of Invested Capital, Income and Excess Profits Taxes 

are deemed to have been Paid out of the Net Income for the 

Taxable Year for which the Taxes are Levied. 

To Collectors of Internal Revenue and Others Concerned: 

For the purpose of determining invested capital under title II of the 
act of October 3, 1917, income and excess profits taxes shall be deemed 
to have been paid out of the net income for the taxable year for which 
such taxes are levied. Amounts payable on account of income and excess 
profits taxes for any year may be included in computing surplus and un- 
divided profits for the succeeding years only for the proportionate part 
of the year represented by the period of time between the close of the 
taxable year and the date or dates upon which such taxes become due and 
payable. (Read question No. 71, 1918, Excess-Profits Tax Primer). 

(T. D. 2787, January 31, 1919). 

Income tax. 

Interest paid by a corporation on mortgage indebtedness which has not 

been assumed by it is deductible from gross income in returns 

of income under the acts of August 5, 1909, and October 

3, 1913, as payments required to be made as a 

condition to the continued use or 

possession of property. 

To Collectors of Internal Revenue, Internal-revenue Agents and 

Others Concerned: 

In ascertaining the net income of a corporation under section 38 of 
the act of August 5, 1909 (36 Stat, 112), and under section 2, paragraph 
G (b) (first) of the act of October 3, 1913, which has taken title to real 
property subject to a mortgage, but has not assumed the indebtedness 
secured thereby, interest paid on such indebtedness may be deducted from 
the gross income in a tax return as payments required to be made as a 
condition to the continued use or possession of the property. 

T. D. 1865 of July 14, 1913, is hereby revoked. 
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AN ACT 

To provide revenue, and for other purposes. 

Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, 

TITLE I.— GENERAL DEFINITIONS. 
Section 1. That when used in this act— 

The term "person" includes partnerships and corporations as well as 
individuals ; 

The term "corporation" includes associations, joint-stock companies, 
and insurance companies; 

The term "domestic" when applied to a corporation or partnership 
means created or organized in the United States; 

The term "foreign" when applied to a corporation or partnership means 
created or organized outside the United States; 

The term "United States" when used in a geographical sense includes 
only the states, the territories of Alaska and Hawaii, and the District of 
Columbia ; 

The term "secretary" means the secretary of the treasury; 

The term "commissioner" means the commissioner of internal revenue; 

The term "collector" means collector of internal revenue ; 

The term "revenue act of 1916" means the act entitled "An act to in- 
crease the revenue, and for other purposes," approved September 8, 1916; 

The term "revenue act of 1917" means the act entitled "An act to pro- 
vide revenue to defray war expenses, and for other purposes," approved 
October 3, 1917; 

The term "taxpayer" includes any person, trust or estate subject to a 
tax imposed by this act; 

The term "government contract" means (a) a contract made with the 
United States, or with any department, bureau, officer, commission, board, 
or agency, under the United States and acting in its behalf, or with any 
agency controlled by any of the above if the contract is for the benefit ot 
the United States, or (b) a subcontract made with a contractor perform- 
ing such a contract if the products or services to be furnished under the 
subcontract are for the benefit of the United States. 

The term "government contract or contracts made between April 6, 1917, 
and November 11, 1918, both dates inclusive" when applied to a contract of 
the kind referred to in clause (a) of this paragraph, includes all such 
contracts which, although entered into during such period, were originally 
not enforceable, but which have been or may become enforceable by reason 
of subsequent validation in pursuance of law; 

The term "military or naval forces of the United States" includes the 
marine corps, the coast guard, the army nurse corps, female, and the navy 
nurse corps, female, but this shall not be deemed to exclude other units 
otherwise included within such term; 
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The term "present war" means the war in which the United States is 
now engaged against the German government 

For the purposes of this act the date of the termination of the present 
war shall be fixed by proclamation of the president 

TITLE II.— INCOME TAX. 
Part I. — General Provisions. 

Definitions. 

Sec. 200. That when used in this title — 

The term "taxable year" means the calendar year, or the fiscal year 
ending during such calendar year, upon the basis of which the net income 
is computed under section 212 or section 232. The term "fiscal year" means 
an accounting period of twelve months ending on the last day of any 
month other than December. The first taxable year, to be called the 
taxable year 1918, shall be the calendar year 1918 or any fiscal year ending 
during the calendar year 1918; 

The term "fiduciary" means a guardian, trustee, executor, administrator, 
receiver, conservator, or any person acting in any fiduciary capacity for 
any person, trust or estate; 

The term "withholding agent" means any person required to deduct 
and withhold any tax under the provisions of section 221 or section 237 ; 

The term "personal service corporation" means a corporation whose 
income is to be ascribed primarily to the activities of the principal owners 
or stockholders who are themselves regularly engaged in the active con- 
duct of the affairs of the corporation and in which capital (whether in- 
vested or borrowed) is not a material income-producing factor; but does 
not include any foreign corporation, nor any corporation 50 per centum 
or more of whose gross income consists either (1) of gains, profits, or 
income derived from trading as a principal, or (2) of gains, profits, com- 
missions, or other income, derived from a government contract or con- 
tracts made between April 6, 1917, and November 11, 1918, both dates 
inclusive ; 

The term "paid," for the purposes of the deductions and credits under 
this title, means "paid or accrued" or "paid or incurred," and the terms 
"paid or incurred" and "paid or accrued" shall be construed according to 
the method of accounting upon the basis of which the net income is com- 
puted under section 212. 

Dividends. 
Sec. 201. (a) That the term "dividend" when used in this title (except 
in paragraph (10) of subdivision (a) of section 234) means (1) any dis- 
tribution made by a corporation, other than a personal service corporation, 
to its shareholders or members, whether in cash or in other property or in 
stock of the corporation, out of its earnings or profits accumulated since 
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February 28, 1913, or (2) any such distribution made by a personal service 
corporation out of its earnings or profits accumulated since February 28, 
1913, and prior to January 1, 1918. 

(b) Any distribution shall be deemed to have been made from earnings 
or profits unless all earnings and profits have first been distributed. Any 
distribution made in the year 1918 or any year thereafter shall be deemed 
to have been made from earnings or profits accumulated since February 28, 
1913, or, in the case of a personal service corporation, from the most re- 
cently accumulated earnings or profits ; but any earnings or profits accumu- 
lated prior to March 1, 1913, may be distributed in stock dividends or 
otherwise, exempt from the tax, after the earnings and profits accumulated 
since February 28, 1913, have been distributed. 

(c) A dividend paid in stock of the corporation shall be considered 
income to the amount of the earnings or profits distributed. Amounts dis- 
tributed in the liquidation of a corporation shall be treated as payments 
in exchange for stock or shares, and any gain or profit realized thereby 
shall be taxed to the distributee as other gains or profits. 

(d) If any stock dividend (1) is received by a taxpayer between Jan- 
uary 1 and November 1, 1918, both dates inclusive, or (2) is during such 
period bona fide authorized or declared, and entered on the books of the 
corporation, and is received by a taxpayer after November 1, 1918, and 
before the expiration of thirty days after the passage of this act, then such 
dividend shall, in the manner provided in Sec. 206, be taxed to the recipient 
at the rates prescribed by law for the years in which the corporation ac- 
cumulated the earnings or profits from which such dividend was paid, 
but the dividend shall be deemed to have been paid from the most recently 
accumulated earnings or profits. 

(e) Any distribution made during the first sixty days of any taxable 
year shall be deemed to have been made from earnings or profits accumu- 
lated during preceding taxable years ; but any distribution made during the 
remainder of the taxable year shall be deemed to have been made from 
earnings or profits accumulated between the close of the preceding taxable 
year and the date of distribution, to the extent of such earnings or profits, 
and if the books of the corporation do not show the amount of such 
earnings or profits, the earnings or profits for the accounting period within 
which the distribution was made shall be deemed to have been accumu- 
lated ratably during such period. 

Basis for Determining Gain or Loss. 

Sec. 202. That for the purpose of ascertaining the gain derived or 
loss sustained from the sale or other disposition of property, real, personal, 
or mixed, the basis shall be — 

(1) In the case of property acquired before March 1, 1913, the fair 
market price or value of such property as of that date; and 

(2) In the case of property acquired on or after that date, (a) the 
cost thereof; or (b) the inventory value, if the inventory is made in ac- 
cordance with section 203. 
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When property is exchanged for other property, the property received 
in exchange shall for the purpose of determining gain or loss be treated 
as the equivalent of cash to the amount of its fair market value, if 
any; but when in connection with the reorganization, merger, or con- 
solidation of a corporation a person receives in place of stock or securi- 
ties owned by him new stock or securities of no greater aggregate par 
or face value, no gain or loss shall be deemed to occur from the ex- 
change, and the new stock or securities received shall be treated as taking 
the place of the stock, securities, or property exchanged. 

When in the case of any such reorganization, merger or consolidation 
the aggregate par or face value of the new stock or securities received 
is in excess of the aggregate par or face value of the stock or securities 
exchanged, a like amount in par or face value of the new stock or securi- 
ties received shall be treated as taking the place of the stock or securi- 
ties exchanged, and the amount of the excess in par or face value shall be 
treated as a gain to the extent that the fair market value of the new stock 
or securities is greater than the cost (or if acquired prior to March 1, 
1913, the fair market value as of that date) of the stock or securities 
exchanged. 

Inventories. 

Sec. 203. That whenever in the opinion of the commissioner the use of 
inventories is necessary in order clearly to determine the income of any 
taxpayer, inventories shall be taken by such taxpayer upon such basis as 
the commissioner, with the approval of the secretary, may prescribe as 
conforming as nearly as may be to the best accounting practice in the 
trade or business and as most clearly reflecting the income. 

Net Losses. 

Sec. 204. (a) That as used in this section the term "net loss" refers 
only to net losses resulting from either (1) the operation of any business 
regularly carried on by the taxpayer, or (2) the bona fide sale by the tax- 
payer of plant, buildings, machinery, equipment or other facilities, con- 
structed, installed or acquired by the taxpayer on or after April 6, 1917, 
for the production of articles contributing to the prosecution of the present 
war ; and when so resulting means the excess of the deductions allowed by 
law (excluding in the case of corporations, amounts allowed as a deduc- 
tion under paragraph (6) of subdivision (a) of section 234) over the sum 
of the gross income plus any interest received free from taxation both un- 
der this title and under title III. 

(b) If for any taxable year beginning after October 31, 1918, and 
ending prior to January 1, 1920, it appears upon the production of evidence 
satisfactory to the commissioner that any taxpayer has sustained a net 
loss, the amount of such net loss shall under regulations prescribed by the 
commissioner with the approval of the secretary be deducted from the 
net income of the taxpayer for the preceding taxable year; and the taxes 
imposed by this title and by title III for such preceding taxable year shall 
be redetermined accordingly. Any amount found to be due to the taxpayer 
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upon the basis of such redetermination shall be credited or refunded to 
the taxpayer in accordance with the provisions of section 252. If such net 
loss is in excess of the net income for such preceding taxable year, the 
amount of such excess shall under regulations prescribed by the com- 
missioner with the approval of the secretary be allowed as a deduction in 
computing the net income for the succeeding taxable year. 

(c) The benefit of this section shall be allowed to the members of a 
partnership and the beneficiaries of an estate or trust under regulations 
prescribed by the commissioner with the approval of the secretary. 

Fiscal Year with Different Rates. 

Sec 205. (a) That if a taxpayer makes return for a fiscal year begin- 
ning in 1917 and ending in 1918, his tax under this title for the first taxable 
year shall be the sum of: (1) the same proportion of a tax for the en- 
tire period computed under title I of the revenue act of 1916 as amended 
by the revenue act of 1917 and under title I of the revenue act of 1917, 
which the portion of such period falling within the calendar year 1917 is 
of the entire period, and (2) the same proportion of a tax for the entire 
period computed under this title at the rates for he calendar year 1918 
which the portion of such period falling within the calendar year 1918 is of 
the entire period : provided, that in the case of a personal service corpora- 
tion the amount to be paid shall be only that specified in clause (1). 

Any amount heretofore or hereafter paid on account of the tax im- 
posed for such fiscal year by title I of the revenue actof 1916 as amended 
by the revenue act of 1917, and by title I of the revenue act of 1917, shall 
be credited towards the payment of the tax imposed for such fiscal year 
by this act, and if the amount so paid exceeds the amount of such tax im- 
posed by this act, or in the case of a personal service corporation, the 
amount specified in clause (1), the excess shall be credited or refunded 
in accordance with the provisions of section 252. 

(b) If a taxpayer makes a return for a fiscal year beginning in 1918 
and ending in 1919, the tax under this title for such fiscal year shall be 
the sum of: (1) the same proportion of a tax for the entire period com- 
puted under this title at the rates specified for the calendar year 1918 
which the portion of such period falling within the calendar year 1918 
is of the entire period, and (2) the same proportion of a tax for the en- 
tire period computed under this title at the rates specified for the calen- 
dar year 1919 which the portion of such period falling within the calendar 
year 1919 is of the entire period. 

(c) If a fiscal year of a partnership begins in 1917 and ends in 1918 
or begins in 1918 and ends in 1919, then notwithstanding the provisions of 
subdivision (b) of section 218, (1) the rates for the calendar year during 
which such fiscal year begins shall apply to an amount of each partner's 
share of such partnership net income (determined under the law ap- 
plicable to such year) equal to the proportion which the part of such fiscal 
year falling within such calendar year bears to the full fiscal year, and (2) 
the rates for the calendar year during which such fiscal year ends shall 
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apply to an amount of each partner's share of such partnership net income 
(determined under the law applicable to such calendar year) equal to the 
proportion which the part of such fiscal year falling within such calendar 
year bears to the full fiscal year: provided, that in the case of a personal 
service corporation with respect to a fiscal year beginning in 1917 and end- 
ing in 1918, the amount specified in clause (1) shall not be subject to 
normal tax. 

Parts of Income Subject to Rates for Different Years. 
Sec 206. That whenever parts of a taxpayer's income are subject to 
rates for different calendar years, the part subject to the rates for the most 
recent calendar year shall be placed in the lower brackets of the rate sched- 
ule provided in this title, the part subject to the rates for the next preceding 
calendar year shall be placed in the next higher brackets of the rate sched- 
ule applicable to that year, and so on until the entire net income has been 
accounted for. In determining the income, any deductions, exemptions or 
credits of a kind not plainly and properly chargeable against the income 
taxable at rates for a preceding year shall first be applied against the 
income subject to rates for the most recent calendar year; but any balance 
thereof shall be applied against the income subject to the rates of the next 
preceding year or years until fully allowed. 

Part II.— Individuals. 

Normal Tax. 
Sec. 210. That, in lieu of the taxes imposed by subdivision (a) of 
section 1 of the revenue act of 1916 and by section 1 of the revenue act of 
1917, there shall be levied, collected, and paid for each taxable year upon 
the net income of every individual a normal tax, at the following rates : 

(a) For the calendar year 1918, 12 per centum of the amount of the net 
income in excess of the credits provided in section 216: provided, that in 
the case of a citizen or resident of the United States the rate upon the first 
$4,000 of such excess amount shall be 6 per centum ; 

(b) For each calendar year thereafter, « *~ *.cncum oi the amount of 
the net income in excess of the credits provided in section 216 : provided, 
that in the case of a citizen or resident of the United States the rate upon 
the first 4>t ( ©oo- \jt iracn excess «umvu>.* _i*i»ri lie— t p*n -~-«*iim. 

Surtax. 
Sec. 211. (a) That, in lieu of the taxes imposed by subdivision (b) of 
section 1 of the revenue act of 1916 and by section 2 of the revenue act of 
1917, but in addition to the normal tax* imposed by section 210 of this act, 
there shall be levied, collected, and paid for each taxable year upon the 
net income of every individual, a surtax eaqual to the sum of the following : 

1 per centum of the amount by which the net income exceeds $5,000 
and does not exceed $6,000 ; 

2 per centum of the amount by which the net income exceeds $6,000 
and does not exceed $8,000 ; 
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3 per centum of the amount by which the net income exceeds $8,000 
and does not exceed $10,000; 

4 per centum of the amount by which the net income exceeds $10,000 
and does not exceed $12,000; 

5 per centum of the amount by which the net income exceeds $12,000 
and does not exceed $14,000; 

6 per centum of the amount by which the net income exceeds $14,000 
and does not exceed $16,000 ; 

7 per centum of the amount by which the net income exceeds $16,000 
and does not exceed $18,000 ; 

8 per centum of the amount by which the net income exceeds $18,000 
and does not exceed $20,000 ; 

9 per centum of the amount by which the net income exceeds $20,000 
and does not exceed $22,000; 

10 per centum of the amount by which the net income exceeds $22,000 
and does not exceed $24,000 ; 

11 per centum of the amount by which the net income exceeds $24,000 
and does not exceed $26,000; 

12 per centum of the amount by which the net income exceeds $26,000 
and does not exceed $28,000; 

13 per centum of the amount by which the net income exceeds $28,000 
and does not exceed $30,000 ; 

14 per centum of the amount by which the net income exceeds $30,000 
and does not exceed $32,000. 

15 per centum of the amount by which the net income exceeds $32,000 
and does not exceed $34,000; 

16 per centum of the amount by which the net income exceeds $34,000 
and does not exceed $36,000; 

17 per centum of the amount by which the net income exceeds $36,000 
and does not exceed $38,000; 

18 per centum of the amount by which the net income exceeds $38,000 
and does not exceed $40,000; 

■- -— ULner ^centum of the amount by which the net income exceeds $40,000 
and does not exceed ^4£^oa* - 

20 per centum of the amount by which the net income exceeds $42,000 
and does not exceed $44,000; 

21 per centum of <*»• «m~— ** hv wl»«»u ***• — * *--«•*»-» *«v.~~-»~ ♦»-*,***> 
and doe« « ut exceed $46,000; 

22 per centum of the amount by which the net income exceeds $46,000 
and does not exceed $48,000 ; 

23 per centum of the amount by which the net income exceeds $48,000 
and does not exceed $50,000; 

24 per centum of the amount by which the net income exceeds $50,000 
and does not exceed $52,000; 

25 per centum of the amount by which the net income exceeds $52,000 
and does not exceed $54,000; 

26 per centum of the amount by which the net income exceeds $54,000 
and does not exceed $56,000; 
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27 per centum of the amount by which the net income exceeds $56,000 
and does not exceed $58,000; 

28 per centum of the amount by which the net income exceeds $58,000 
and does not exceed $60,000 ; 

29 per centum of the amount by which the net income exceeds $60,000 
and does not exceed $62,000; 

30 per centum of the amount by which the net income exceeds $62,000 
and does not exceed $64,000 ; 

31 per centum of the amount by which the net income exceeds $64,000 
and does not exceed $66,000; 

32 per centum of the amount by which the net income exceeds $66,000 
and does not exceed $68,000; 

33 per centum of the amount by which the net income exceeds $68,000 
and does not exceed $70,000; 

34 per centum of the amount by which the net income exceeds $70,000 
and does not exceed $72,000 ; 

35 per centum of the amount by which the net income exceeds $72,000 
and does not exceed $74,000 ; 

36 per centum of the amount by which the net income exceeds $74,000 
and does not exceed $76,000; 

37 per centum of the amount by which the net income exceeds $76,000 
and does not exceed $78,000 ; 

38 per centum of the amount by which the net income exceeds $78,000 
and does not exceed $80,000 ; 

39 per centum of the amount by which the net income exceeds $80,000 
and does not exceed $82,000 ; 

40 per centum of the amount by which the net income exceeds $82,000 
and does not exceed $84,000 ; 

41 per centum of the amount by which the net income exceeds $84,000 
and does not exceed $86,000; 

42 per centum of the amount by which the net income exceeds $86,000 
and does not exceed $88,000; 

43 per centum of the amount by which the net income exceeds $88,000 
and does not exceed $90,000; 

44 per centum of the amount by which the net income exceeds $90,000 
«*a <io»a not *~.~>a $«?/XX); 

45 per centum of the amo«it fay which the net income exceeds $92,000 
and does not exceed $94,000; 

46 per centum of the amount by which the net income exceeds $94,000 
and does not exceed $96,000 ; 

47 per centum of the amount by which the net income exceeds $96,000 
and does not exceed $98,000 ; 

48 per centum of the amount by which the net income exceeds $98,000 
and does not exceed $100,000 ; 

52 per centum of the amount by which the net income exceeds $100,000 
and does not exceed $150,000 ; 

56 per centum of the amount by which the net income exceeds $150,000 
and does not exceed $200,000 ; 

185 



Digitized by CjOOQIC 



The Journal of Accountancy 

60 per centum of the amount by which the net income exceeds $200,000 
and does not exceed $300,000 ; 

63 per centum of the amount by which the net income exceeds $300,000 
and does not exceed $500,000 ; 

64 per centum of the amount by which the net income exceeds $500,000 
and does not exceed $1,000,000 ; 

65 per centum of the amount by which the net income exceeds $1,000,000. 
(b) In the case of a bona fide sale of mines, oil or gas wells, or any 

interest therein, where the principal value of the property has been demon- 
strated by prospecting or exploration and discovery work done by the 
taxpayer, the portion of the tax imposed by this section attributable to 
such sale shall not exceed 20 per centum of the selling price of such prop- 
erty or interest. 

Net Income D efined. 

Sec 212. (a) That in the case of an individual the term "net income" 
means the gross income as defined in section 213, less the deductions 
allowed by section 214. 

(b) The net income shall be computed upon the basis of the tax- 
payer's annual accounting period (fiscal year or calendar year, as the case 
may be) in accordance with the method of accounting regularly employed 
in keeping the books of such taxpayer ; but if no such method of account- 
ing has been so employed, or if the method employed does not dearly 
reflect the income, the computation shall be made upon such basis and in 
such manner as in the opinion of the commissioner does clearly reflect the 
income. If the taxpayer's annual accounting period is other than a fiscal 
year as defined in section 200 or if the taxpayer has no annual accounting 
period or does not keep books, the net income shall be computed on the 
basis of the calendar year. 

If a taxpayer changes his accounting period from fiscal year to calendar 
year, from calendar year to fiscal year, or from one fiscal year to an- 
other, the net income shall, with the approval of the commissioner, be 
computed on the basis of such new accounting period, subject to the pro- 
visions of section 226. 

Gross Income Defined. 

Sec. 213. That for the purposes of thi« title (except as otherwise pro- 
vided in section 233) the term "groos income"— 

(a) Includes sb'**** prohts, and income derived from salaries, wages, 
or compensation for personal service (including in the case of the presi- 
dent of the United States, the judges of the supreme and inferior courts 
of the United States, and all other officers and employees, whether elected 
or appointed, of the United States, Alaska, Hawaii, or any political sub- 
division thereof, or the District of Columbia, the compensation received 
as such), of whatever kind and in whatever form paid, or from profes- 
sions, vocations, trades, businesses, commerce, or sales, or dealings in prop- 
erty, whether real or personal, growing out of the wonership or use of 
or interest in such property; also from interest, rent, dividends, securities, 
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or the transaction of any business carried on for gain or profit, or gains 
or profits and income derived from any source whatever. The amount of 
all such items shall be included in the gross income for the taxable year 
in which received by the taxpayer, unless, under methods of accounting 
permitted under subdivision (b) of section 212, any such amounts are to 
properly accounted for as of a different period; but 

(b) Does not include the following items, which shall be exempt from 
taxation under this title: 

(1) The proceeds of life insurance policies paid upon the death of the 
insured to individual beneficiaries or to the estate of the insured ; 

(2) The amount received by the insured as a return of premium or 
premiums paid by him under life insurance, endowment, or annuity con- 
tracts, either during the term or at the maturity of the term mentioned 
in the contract or upon surrender of the contract ; 

(3) The value of property acquired by gift, bequest, devise, or descent 
(but the income from such property shall be included in gross income) ; 

(4) Interest upon (a) the obligations of a state, territory, or any 
political subdivision thereof, or the District of Columbia ; or (b) securities 
issued under the provisions of the federal farm loan act of July 17, 1916 ; 
or (c) the obligations of the United States or its possessions; or (d) 
bonds issued by the war finance corporation ; provided, that every person 
owning any of the obligations, securities or bonds enumerated in clauses 
(a), (b), (c), and (d) shall, in the return required by this title, submit 
a statement showing the number and amount of such obligations, securi- 
ties and bonds owned by him and the income received therefrom, in such 
form and with such information as the commissioner may require. In 
the case of obligations of the United States issued after September 1, 
1917, and in the case of bonds issued by the war finance corporation, the 
interest shall be exempt only if and to the extent provided in the respective 
acts authorizing the issue thereof as amended and supplemented, and shall 
be excluded from gross income only if and to the extent it is wholly 
exempt from taxation to the taxpayer both under this title and under title 
HI; 

(5) The income of foreign governments received from investments in 
the United States in stocks, bonds, or other domestic securities, owned by 
such foreign governments, or from interest on deposits in banks in the 
United States of moneys belonging to such foreign governments, or from 
any other source within the United States; 

(6) Amounts received, through accident or health insurance or under 
workmen's compensation acts, as compensation for personal injuries or 
sickness, plus the amount of any damages received whether by suit or 
agreement on account of such injuries or sickness; 

(7) Income derived from any public utility or the exercise of any 
essential governmental function and accruing to any state, territory, or 
the District of Columbia, or any political subdivision of a state or terri- 
tory, or income accruing to the government of any possession of the 
United States, or any political subdivision thereof. 
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Whenever any state, territory, or the District of Columbia, or any 
political subdivision of a state or territory, prior to September 8, 1916, 
entered in good faith into a contract with any person, the object and pur- 
pose of which is to acquire, construct, operate, or maintain a public utility, 
no tax shall be levied under the provisions of this title upon the income 
derived from the operation of such public utility, so far as the payment 
thereof will impose a loss or burden upon such state, territory, District of 
Columbia, or political subdivision ; but this provision is not intended to 
confer upon such person any financial gain or exemption or to relieve such 
person from the payment of a tax as provided for in this title upon the 
part or portion of such income to which such person is entitled under 
such contract; 

(8) So much of the amount received during the present war by a per- 
son in the military or naval forces of the United States as salary or com- 
pensation in any form from the United States for active services in such 
forces, as does not exceed $3,500. 

(c) In the case of non-resident alien individuals, gross income includes 
only the gross income from sources within the United States, including 
interest on bonds, notes, or other inetrest-bearing obligations of residents, 
corporate or otherwise, dividends from resident corporations, and in- 
cluding all amounts received (although paid under a contract for the sale 
of goods or otherwise) representing profits on the manufacture and dis- 
position of goods within the United States. 

Deductions Allowed. 



Sec 214. (a) That in computing net income there shall be allowed as 
deductions : 

(1) All the ordinary and necessary expenses paid or incurred during 
the taxable year in carrying on any trade or business, including a reason- 
able allowance for salaries or other compensation for personal services 
actually rendered, and including rentals or other payments required to be 
made as a condition to the continued use or possession, for purposes of 
the trade or business of property to which the taxpayer has not taken or 
is not taking title or in which he has no equity; 

(2) All interest paid or accrued within the taxable year on indebted- 
ness, except on indebtedness incurred or continued to purchase or carry 
obligations or securities (other than obligations of the United States issued 
after September 24, 1917), the interest upon which is wholly exempt from 
taxation under this title as income to the taxpayer, or, in the case of a 
nonresident alien individual, the proportion of such interest which the 
amount of his gross income from sources within the United States bears 
to the amount of his gross income from all sources within and without 
the United States; 

(3) Taxes paid or accrued within the taxable year imposed (a) by 
the authority of the United States, except income, war profits and excess 
profits taxes ; or (b) by the authority of any of its possessions, except the 
amount of income, war profits and excess profits taxes allowed as a credit 
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under section 222; or (c) by the authority of any state or territory, or 
any county, school district, municipality, or other taxing subdivision of 
any state or territory, not including those assessed against local benefits 
of a kind tending to increase the value of the property assessed; or (d) 
in the case of a citizen or resident of the United States, by the authority 
of any foreign country, except the amount of income, war profits and 
excess profits taxes allowed as a credit under section 222; or (e) in the 
case of a nonresident alien individual, by the authority of any foreign 
country (except income, war profits and excess-profits taxes, and taxes 
assessed against local benefits of a kind tending to increase the value of the 
property assessed), upon property or business; 

(4) Losses sustained during the taxable year and not compensated for 
by insurance or otherwise, if incurred in trade or business ; 

(5) Losses sustained during the taxable year and not compensated for 
by insurance or otherwise, if incurred in any transaction entered into for 
profit, though not connected with the trade or business; but in the case 
of a nonresident alien individual only as to such transactions within the 
United States ; 

(6) Losses sustained during the taxable year of property not con- 
nected with the trade or business (but in the case of a nonresident alien 
individual only property within the United States) if arising from fires, 
storms, shipwreck, or other casualty, or from theft, and if not compen- 
sated for by insurance or otherwise ; 

(7) Debts ascertained to be worthless and charged off within the tax- 
able year: 

(8) A reasonable allowance for the exhaustion, wear and tear of prop- 
erty used in the trade or business, including a reasonable allowance for 
obsolescence ; 

(9) In the case of buildings, machinery, equipment, or other facilities, 
constructed, erected, installed, or acquired, on or after April 6, 1917, for 
the production of articles contributing to the prosecution of the present 
war, and in the case of vessels constructed or acquired on or after such 
date for the transportation of articles or men contributing to the prose- 
cution of the present war, there shall be allowed a reasonable deduction 
for the amortization of such part of the cost of such facilities or vessels 
as has been borne by the taxpayer, but not again including any amount 
otherwise allowed under this title or previous acts of congress as a deduc- 
tion in computing net income. At any time within three years after the 
termination of the present war, the commissioner may, and at the request 
of the taxpayer shall, reexamine the return, and if he then finds as a result 
of an appraisal or from other evidence that the deduction originally al- 
lowed was incorrect, the taxes imposed by this title and by title III for 
the year or years affected shall be redetermined; and the amount of tax" 
due upon such redetermination, if any, shall be paid upon notice and 
demand by the collector, or the amount of tax overpaid, if any, shall be 
credited or refunded to the taxpayer in accordance with the provisions of 
section 252; 

189 



Digitized by CjOOQIC 



The Journal of Accountancy 

(10) In the case of mines, oil and gas wells, other natural deposits, 
and timber, a reasonable allowance for depletion and for depreciation of 
improvements, according to the peculiar conditions in each case, based 
upon cost including cost of development not otherwise deducted ; provided, 
that in the case of such properties acquired prior to March 1, 1913, the 
fair market value of the property (or the taxpayer's interest therein) on 
that date shall be taken in lieu of cost up to that date; provided further, 
that in the case of mines, oil and gas wells, discovered by the taxpayer, 
on or after March 1, 1913, and not acquired as the result of purchase of 
a proven tract or lease, where the fair market value of the property is 
materially disproportionate to the cost, the depletion allowance shall be 
based upon the fair market value of the property at the date of the dis- 
covery, or within 30 days thereafter; such reasonable allowance in all the 
above cases to be made under rules and regulations to be prescribed by the 
commissioner with the approval of the secretary. In the case of leases 
the deductions allowed by this paragraph shall be equitably apportioned 
between the lessor and lessee; 

(11) Contributions or gifts made within the taxable year to corpora- 
tions organized and operated exclusively for religious, charitable, scientific, 
or educational purposes, or for the prevention of cruelty to children or 
animals, no part of the net earnings of which inures to the benefit of any . 
private stockholder or individual, or to the special fund for vocation>r 
rehabilitation authorized by section 7 of the vocational rehabilitation act, 

to an amount not in excess of 15 per centum of the taxpayer's net income 
as computed without the benefit of this paragraph. Such contributions 
or gifts shall be allowable as deductions only if verified under rules and 
regulations prescribed by the commissioner, with the approval of the 
secretary. In the case of a nonresident alien individual this deduction 
shall be allowed only as to contributions or gifts made to domestic cor- 
porations, or to such vocational rehabilitation fund; 

(12) (a) At the time of filing return for the taxable year 1918 a tax- 
payer may file a claim in abatement based on the fact that he has sustained 
a substantial loss (whether or not actually realized by sale or other 
disposition) resulting from any material reduction (not due to temporary 
fluctuation) of the value of the inventory for such taxable year, or from 
the actual payment after the close of such taxable year of rebates in 
pursuance of contracts entered into during such year upon sales made 
during such year. In such case payment of the amount of the tax cov- 
ered by such claim shall not be required until the claim is decided, but 
the taxpayer shall accompany his claim with a bond in double the amount 
of the tax* covered by the claim, with sureties satisfactory to the com- 
missioner, conditioned for the payment of any part of such tax found to 
be due, with interest. If any part of such claim is disallowed then the 
remainder of the tax due shall on notice and demand by the collector be 
paid by the taxpayer with interest at the rate of 1 per centum per month 
from the time the tax would have been due had no such claim been filed. 
If it is shown to the satisfaction of the commissioner that such substantial 
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loss has been sustained, then in computing the tax imposed by this title 
the amount of such loss shall be deducted from the net income, (b) If 
no such claim is filed, but it is shown to the satisfaction of the commis- 
sioner that during the taxable year 1919 the taxpayer has sustained a sub- 
stantial loss of the character above described then the amount of such 
loss shall be deducted from the net income for the taxable year 1918 and 
the tax imposed by this title for such year shall be redetermined accord- 
ingly. Any amount found to be due to the taxpayer upon the basis of such 
redetermination shall be credited or refunded to the taxpayer in accord- 
ance with the provisions of section 252. 

(b) In the case of a nonresident alien individual the deductions allowed in 
paragraphs (1), (4), (7), (8), (9), (10), (12), and clause (e) of paragraph 
(3), of subdivision (a) shall be allowed only if and to the extent that they 
are connected with income arising from a source within the United States; 
and the proper apportionment and allocation of the deductions with respect 
to sources of income within and without the United States shall be de- 
termined under rules and regulations prescribed by the commissioner with 
the approval of the secretary. 

Items Not Deductible. 

Sec. 215. That in computing net income no deduction shall in any case 
be allowed in respect of — 

(a) Personal, living, or family expenses; 

(b) Any amount paid out for new buildings or for permanent improve- 
ments or betterments made to increase the value of any property or estate; 

(c) Any amount expended in restoring property or in making good 
the exhaustion thereof for which an allowance is or has been made; or 

(d) Premiums paid on any life insurance policy covering the life of 
any officer or employee, or of any person financially interested in any 
trade or business carried on by the taxpayer, when the taxpayer is di- 
rectly or indirectly a beneficiary under such policy. 

Credits Allowed. 

Sec. 216. That for the purpose of the normal tax 4 only there shall be 
allowed the following credits : 

(a) The amount received as dividends from a corporation which is 
taxable under this title upon its net income, and amounts received as divi- 
dends from a personal service corporation out of earnings or profits upon 
which income tax has been imposed by act of congress ; 

(b) The amount received as interest upon obligations of the United 
States and bonds issued by the war finance corporation, which is included 
in gross income under section 213 ; 

(c) In the case of a single person, a personal exemption of $1,000, 
or in the case of the head of a family or a married person living with 
husband or wife, a personal exemption of $2,000. A husband and wife 
living together shall receive but one personal exemption of $2,000 against 
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their aggregate net income; and in case they make separate returns, the 
personal exemption of $2,000 may be taken by either or divided between 
them; 

(d) $200 for each person (other than husband or wife) dependent upon 
and receiving his chief support from the taxpayer, if such dependent per- 
son is under eighteen years of age or is incapable of self-support because 
mentally or physically defective. 

(e) In the case of a nonresident alien individual who is a citizen or 
subject of a country which imposes an income tax 4 , the credits allowed in 
subdivisions (c) and (d) shall be allowed only if such country allows a 
similar credit 16 citizens of the United States not residing in such country. 

Nonresident Aliens— Allowance of Deductions and Credits. 

Sec 217. That a nonresident alien individual shall receive the benefit 
of the deductions and credits allowed in this title only by filing or causing 
to be filed with the collector a true and accurate return of his total income 
received from all sources corporate or otherwise in the United States, in 
the manner prescribed by this title, including therein all the information 
which the commissioner may deem necessary for the calculation of such 
deductions and credits; provided, that the benefit of the credits allowed 
in subdivisions (c) and (d) of section 216 may, in the discretion of the 
commissioner, and except as otherwise provided in subdivision (e) of that 
section, be received by filing a claim therefor with the withholding agent. 
In case of failure to file a return, the collector shall collect the tax on such 
income, and all property belonging to such nonresident alien individual 
shall be liable to distraint for the tax. 

Partnerships and Personal Service Corporations. 

Sec. 218. (a) That individuals carrying on business in partnership shall 
be liable for income tax only in their individual capacity. There shall be 
included in computing the net income of each partner his distributive 
share, whether distributed or not, of the net income of the partnership 
for the taxable year, or, if his net income for such taxable year is com- 
puted upon the basis of a period different from that upon the basis of 
which the net income of the partnership is computed, then his distrbutive 
share of the net income of the partnership for any accounting period of 
the partnership ending within the fiscal or calendar year upon the basis 
of which the partner's net income is computed. 

The partner shall, for the purpose of the normal tax, be allowed as 
credits, in addition to the credits allowed to him under section 216, his 
proportionate share of such amounts specified in subdivisions (a) and (b) 
of section 216 as are received by the partnership. 

(b) If a fiscal year of a partnership ends during a calendar year for 
which the rates of tax* differ from those for the preceding calendar year, 
then (1) the rates for such preceding calendar year shall apply to an 
amount of each partner's share of such partnership net income equal to 
the proportion which the part of such fiscal year falling within such 
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calendar year bears to the full fiscal year, and (2) the rates for the cal- 
endar year during which such fiscal year ends shall apply to the remainder. 

(c) In the case of an individual member of a partnership which makes 
return for a fiscal year beginning in 1917 and ending in 1918, his propor- 
tionate share of any excess profits tax imposed upon the partnership under 
the revenue act of 1917 with respect to that part of such fiscal year falling 
in 1917, shall, for the purpose of determining the tax imposed by this 
title, be credited against that portion of the net income embraced in his 
personal return for the taxable year 1918 to which the rates for 1917 
apply. 

(d) The net income of the partnership shall be computed in the same 
manner and on the same basis as provided in section 212, except that the 
deduction provided in paragraph (11) of subdivision (a) of section 214 
shall not be allowed. 

(e). Personal service corporations shall not be subject to taxation under 
this title, but the individual stockholders thereof shall be taxed in the same 
manner as the members of partnerships. All the provisions of this title 
relating to partnerships and the members thereof shall so far as prac- 
ticable apply to personal service corporations and the stockholders thereof ; 
provided, that for the purpose of this subdivision amounts distributed by 
a personal service corporation during its taxable year shall be accounted 
for by the distributees; and any portion of the net income remaining un- 
distributed at the close of its taxable year shall be accounted for by the 
stockholders of such corporation at the close of its taxable year in pro- 
portion to their respective shares. 

Estates and Trusts. 

Sec. 219. (a) That the tax imposed by sections 210 and 211 shall 
apply to the income of estates or of any kind of property held in trust, 
including — 

(1) Income received by estates of deceased persons during the period 
of administration or settlement of the estate ; 

(2) Income accumulated in trust for the benefit of unborn or unascer- 
tained persons or persons with contingent interests; 

(3) Income held for future distribution under the terms of the will 
or trust; and 

(4) Income which is to be distributed to the beneficiaries periodically, 
whether or not at regular intervals, and the income collected by a guar- 
dian of an infant to be held or distributed as the court may direct 

(b) The fiduciary shall be responsible for making the return of income for 
the estate or trust for which he acts. The net income of the estate or trust 
shall be computed in the same manner and on the same basis as provided in 
section 212, except that there shall also be allowed as a deduction (in lieu 
of the deduction authorized by paragraph (11) of subdivision (a) of 
section 214) any part of the gross income which, pursuant to the terms 
of the will or deed creating the trust, is during the taxable year paid to 
or permanently set aside for the United States, any state, territory, or 
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any political subdivision thereof, or the District of Columbia, or any cor- 
poration organized and operated exclusively for religious, charitable, scien- 
tific, or educational purposes, or for the prevention of cruelty to children 
or animals, no part of the net earnings of which inures to the benefit of 
any private stockholder or individual; and in cases under paragraph (4) 
of subdivision (a) of this section the fiduciary shall include in the return 
a statement of each beneficiary's distributive share of such net income, 
whether or not distributed before the close of the taxable year for which 
the return is made. 

(c) In cases under paragraph (1), (2), or (3) of subdivision (a) the 
tax shall be imposed upon the net income of the estate or trust and shall 
be paid by the fiduciary, except that in determining the net income of the 
estate of any deceased person during the period of administration or set- 
tlement there may be deducted the amount of any income properly paid 
or credited to any legatee, heir or other beneficiary. In such cases the 
estate or trust shall, for the purpose of the normal tax, be allowed the 
same credits as are allowed to single persons under section 216. 

(d) In cases under paragraph (4) of subdivision (a), and in the case 
of any income of an estate during the period of administration or settle- 
ment permitted by subdivision (c) to be deducted from the net income 
upon which tax is to be paid by the fiduciary, the tax shall not be paid 
by the fiduciary, but there shall be included in computing the net income 
of each beneficiary his distributive share, whether distributed or not, of 
the net income of the estate or trust for the taxable year, or, if his net 
income for such taxable year is computed upon the basis of a period dif- 
ferent from that upon the basis of which the net income of the estate 
or trust is computed, then his distributive share of the net income of the 
estate or trust for any accounting period of such estate or trust ending 
within the fiscal or calendar year upon the basis of which such beneficiary's 
net income is computed. In such cases the beneficiary shall, for the pur- 
pose of the normal tax; bo allowed as credits in addition to the credits 
allowed to him under section 216, his proportionate share of such amounts 
specified in subdivisions (a) and (b) of section 216 as are received by 
the estate or trust. 

Profits of Corporations Taxable to Stockholders. 

Sec. 220, That if any corporation, however created or organized, is 
formed or availed of for the purpose of preventing the imposition of the 
surtax upon its stockholders or members through the medium of permitting 
its gains and profits to accumulate instead of being divided or distributed, 
such corporation shall not be subject to the tax imposed by section 230, 
but the stockholders or members thereof shall be subject to taxation under 
this title in the same manner as provided in subdivision (e) of section 218 
in the case of stockholders of a personal service corporation, except that 
the tax imposed by title III shall be deducted from the net income of the 
corporation before the computation of the proportionate share of each 
stockholder or member. The fact that any corporation is a mere holding 
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company, or that the gains and profits are permitted to accumulate beyond 
the reasonable needs of the business, shall be prima facie evidence of a 
purpose to escape the surtax; but the fact that the gains and profits are 
in any case permitted to accumulate and become surplus shall not be con- 
strued as evidence of a purpose to escape the tax in such case unless the 
commissioner certifies that in his opinion such accumulation is unreason- 
able for the purposes of the business. When requested by the commis- 
sioner, or any collector, every corporation shall forward to him a correct 
statement of such gains and profits and the names and addresses of the 
individuals or shareholders who would be entitled to the same if divided 
or distributed, and of the amounts that would be payable to each. 

Payment of Tax at Source. 

Sec. 221. (a) That all individuals, corporations and partnerships, in 
whatever capacity acting, including lessees or mortgagors of real or per- 
sonal property, fiduciaries, employers, and all officers and employees of the 
United States, having the control, receipt, custody, disposal, or payment, 
of interest, rent, salaries, wages, premiums, annuities, compensations, re- 
munerations, emoluments, or other fixed or determinable annual or peri- 
odical gains, profits, and income, of any nonresident alien individual (other 
than income received as dividends from a corporation which is taxable 
under this title upon its net income) shall (except in the cases provided 
for in subdivision (b) and except as otherwise provided in regulations 
prescribed by the commissioner under section 217) deduct and withhold 
from such annual or periodical gains, profits, and income a tax equal to 
8 per centum thereof ; provided, that the commissioner may authorize such 
tax to be deducted and withheld from the interest upon any securities 
the owners or which are not known to the withholding agent. 

(b) In any case where bonds, mortgages, or deeds of trust, or other 
similar obligations of a corporation contain a contract or provision by 
which the obligor agrees to pay any portion of the tax imposed by this 
title upon the obligee, or to reimburse the obligee for any portion of the 
tax, or to pay the interest without deduction for any tax' which the obligor 
may be required or permitted to pay thereon or to retain therefrom under 
any law of the United States, the obligor shall deduct and withhold a tax 
equal to 2 per centum of the interest upon such bonds, mortgages, deeds of 
trust, or other obligations, whether such interest is payable annually or 
at shorter or longer poriods and whether payable to a nonresident alien 
individual or to an individual citizen or resident of the United States or 
to a partnership: provided, that the commissioner may authorize such 
tax to be deducted and withheld in the case of interest upon any such 
bonds, mortgages, deeds of trust or other obligations, the owners of which 
are not known to the withholding agent Such deduction and withholding 
shall not be required in the case of a citizen or resident entitled to receive 
such interest, if he files with the withholding agent on or before February 
1, a signed notice in writing claiming the benefit of the credits provided in 
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subdivisions (c) and (d) of section 216; nor in the case of a nonresident 
alien individual if so provided for in regulations prescribed by the com- 
missioner under section 217. 

(c) Every individual, corporation, or partnership required to deduct 
and withhold any tax under this section shall make return thereof on or 
before March first of each year and shall on or before June 15th pay the 
tax to the official of the United States government authorized to receive it. 
Every such individual, corporation, or partnership is hereby made liable 
for such tax and is hereby indemnified against the claims and demands 
of any individual, corporation, or partnership for the amount of any pay- 
ments made in accordance with the provisions of this section. 

(d) Income upon which any tax is required to be withheld at the 
source under this section shall be included in the return of the 
recipient of such income, but any amount of tax so withheld shall be 
credited against the amount of income tax as computed in such 
return. 

(e) If any tax required under this section to be deducted and 
withheld is paid by the recipient oi the income, it shall not be re- 
collected from the withholding agent; nor in cases in which the tax 
is so paid shall any penalty be imposed upon or collected from the 
recipient of the income or the withholding agent for failure to return 
or pay the same, unless such failure was fraudulent and for the pur- 
pose of evading payment. 

Credit for Taxes 

Sec. 222. (a) That the tax computed under part II of this title shall 
be credited with: 

(1) In the case of a citizen of the United States, the amount of any 
income, war-profits and excess-profits taxes paid during the taxable year 
to any foreign country, upon income derived from sources therein, or to 
any possession of the United States; and 

(2) In the case of a resident of the United States, the amount of any 
such taxes paid during the taxable year to any possession of the United 
States; and 

(3) In the case of an alien resident of the United States who is a 
citizen or subject of a foreign country, the amount of any such taxes paid 
during the taxable year to such country, upon income derived from 
sources therein, if such country, in imposing such taxes, allows a 
similar credit to citizens of the United States residing in such country ; and 

(4) In the case of any such individual who is a member of a partner- 
ship or a beneficiary of an estate or trust, his proportionate share of such 
taxes of the partnership or the estate or trust paid during the taxable 
year to a foreign country or to any possession of the United States, as 
the case may be. 

(b) If accrued taxes when paid differ from the amounts claimed as 
credits by the taxpayer, or if any tax paid is refunded in whole or in 
part, the taxpayer shall notify the commissioner who shall redetermine the 
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amount of the tax due under part II of this title for the year or years 
affected, and the amount of tax due upon such redetermination, if any, 
shall be paid by the taxpayer upon notice and demand by the collector, or 
the amount of tax overpaid, if any, shall be credited or refunded to the 
taxpayer in accordance with the provisions of section 252. In the case 
of such a tax accrued but not paid, the commissioner as a condition pre- 
cedent to the allowance of this credit may require the taxpayer to give 
a bond with sureties satisfactory to and to be approved by the commis- 
sioner in such penal sum as the commissioner may require, conditioned 
for the payment by the taxpayer of any amount of tax found due upon 
any such redetermination; and the bond herein prescribed shall contain 
such further conditions as the commissioner may require. 

(c) These credits shall be allowed only if the taxpayer furnishes evi- 
dence satisfactory to the commissioner showing the amount of income 
derived from sources within such foreign country or such possession of 
the United States, and all other information necessary for the computa- 
tion of such credits. 

Individual Returns. 

Sec. 223. That every individual having a net income for the taxable 
year of $1,000 or over if single or if married and not living with husband 
or wife, or $2,000 or over if married and living with husband or wife, 
shall make under oath a return stating specifically the items of his 
gross income and the deductions and credits allowed by this title. If 
a husband and wife living together have an aggregate net income of 
$2,000 or over, each shall make such a return unless the income of each 
is included in a single joint return. 

If the taxpayer is unable to make his own return, the return shall be 
made by a duly authorized agent or by the guardian or other person 
charged with the care of the person or property of such taxpayer. 

Partnership Returns. 

Sec. 224. That every partnership shall make a return for each taxable 
year, stating specifically the items of its gross income and the deductions 
allowed by this title, and shall include in the return the names and ad- 
dresses of the individuals who would be entitled to share in the net in- 
come if distributed and the amount of the distributive share of each 
individual. The return shall be sworn to by any one of the partners. 

Fiduciary Returns. 

Sec. 225. That every fiduciary (except receivers appointed by authority 
of law in possession of part only of the property of an individual) shall 
make under oath a return for the individual estate or trust for which 
he acts (1) if the net income of such individual is $1,000 or over if single 
or if married and not living with husband or wife, or $2,000 or over if 
married and living with husband or wife, or (2) if the net income of such 
estate or trust is $1,000 or over or if any beneficiary of such estate or 
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trust is a nonresident alien, stating specifically the items of the gross 
income and the deductions and credits allowed by this title. Under such 
regulations as the commissioner with the approval of the secretary may 
prescribe, a return made by one of two or more joint fiduciaries and filed 
in the office of the collector of the district where such fiduciary resides 
shall be a sufficient compliance with the above requirement The fiduciary 
shall make oath that he has sufficient knowledge of the affairs of such 
individual, estate or trust to enable him to make the return, and that the 
same is, to the best of his knowledge and belief, true and correct 

Fiduciaries required to make returns under this act shal be subject to 
all the provisions of this act which apply to individuals. 

Returns When Accounting Period Changed. 

Sec. 236. That if a taxpayer, with the approval of the commissioner, 
changes the basis of computing net income from fiscal year to calendar 
year a separate return shall be made for the period between the close of 
the last fiscal year for which return was made and the following December 
31. If the change is from calendar year to fiscal year, a separate return 
shall be made for the period between the close of the last calendar year 
for which return was made and the date designated as the close of the 
fiscal year. If the change is from one fiscal year to another fiscal year 
a separate return shall be made for the period between the close of the 
former fiscal year and the date designated as the close of the new fiscal 
year. If a taxpayer making his first return for income tax keeps his 
accounts on the basis of a fiscal year he shall make a separate return for 
the period between the beginning of the calendar year in which such fiscal 
years ends and the end of such fiscal year. 

In all of the above cases the net income shall be computed on the basis 
of such period for which separate return is made, and the tax shall be 
paid thereon at the rate for the calendar year in which such period is 
included; and the credits provided in subdivisions (c) and (d) of section 
216 shall be reduced respectively to amounts which bear the same ratio 
to the full credits provided in such subdivisions as the number of months 
in such period bears to twelve months. 

Time and Place For Filing Returns. 

Sec. 227. (a) That returns shall be made on or before the fifteenth 
day of the third month following the close of the fiscal year, or, if the 
return is made on the basis of the calendar year, then the return shall be 
made on or before the fifteenth day of March. The commissioner may 
grant a reasonable extension of time for filing returns whenever in his 
judgment good cause exists and shall keep a record of every such exten- 
sion and the reason therefor. Except in the case of taxpayers who are 
abroad, no such extension shall be for more than six months. 

(b) Returns shall be made to the collector for the district in which 
is located the legal residence or principal place of business of the person 
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making the return, or, if he has no legal residence or principal place of 
business in the United States, then to the collector at Baltimore, Maryland. 

Understatement in Returns. 
Sec. 228. That if the collector or deputy collector has reason to believe that 
the amount of any income returned is understated, he shall give due notice 
to the taxpayer making the return to show cause why the amount of the 
return should not be increased, and upon proof of the amount under- 
stated, may increase the same accordingly. Such taxpayer may furnish 
sworn testimony to prove any relevant facts and if dissatisfied with the 
decision of the collector may appeal to the commissioner for his decision, 
under such rules of procedure as may be prescribed by the commissioner 
with the approval of the secretary. 

Part III — Corporations. 

Tax on Corporations. 
Sec, 250. (a) That, in lieu of the taxes imposed by section 10 of 
the revenue act of 1916, as amended by the revenue act of 1917, and by 
section 4 of the revenue act of 1917, there shall be levied, collected, and 
paid for each taxable year upon the net income of every corporation a 
tax* at the following rates : 

(1) For the calendar year 1918, 12 per centum of the amount of the 
net income in excess of the credits provided in section 236; and 

(2) For each calendar year thereafter, 10 per centum of such excess 
amount 

(b) For the purposes of the act approved March 21, 1918, entitled 
"An act to provide for the operation of transportation systems while under 
federal control, for the just compensation of their owners and for other 
purposes/ 9 five-sixths of the tax imposed by paragraph (1) of subdivision 
(a) and four-fifths of the tax imposed by paragraph (2) of subdivision 
(a) shall be treated as levied by an act in amendment of title I of the 
revenue act of 1917. 

Conditional and Other Exemptions. 
Sec. 231. That the following organizations shall be exempt from tax- 
ation under this title — 

(1) Labor, agricultural, or horticultural organizations; 

(2) Mutual savings banks not having a capital stock represented by 
shares; 

(3) Fraternal beneficiary societies, orders, or associations, (a) operat- 
ing under the lodge system or for the exclusive benefit of the members 
of a fraternity itself operating under the lodge system, and (b) providing 
for the payment of life, sick, accident, or other benefits to the members 
of such society, order, or association or their dependents; 

(4) Domestic building and loan associations and cooperative banks 
without capital stock organized and operated for mutual purposes and 
without profit; 
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(5) Cemetery companies owned and operated exclusively for the bene- 
fit of their members; 

(6) Corporations organized and operated exclusively for religious, 
charitable, scientific or educational purposes, or for the prevention of 
cruelty to children or animals, no part of the net earnings of which inures 
to the benefit of any private stockholder or individual; 

(7) Business leagues, chambers of commerce, or boards of trade, not 
organized for profit and no part of the net earnings of which inures to 
the benefit of any private stockholder or individual ; 

(8) Civic leagues or organizations not organized for profit but operated 
exclusively for the promotion of social welfare; 

(9) Clubs organized and operated exclusively for pleasure, recreation, 
and other nonprofitable purposes, no part of the net earnings of which 
inures to the benefit of any private stockholder or member ; 

(10) Farmers' or other mutual hail, cyclone, or fire insurance com- 
panies, mutual ditch or irrigation companies, mutual or cooperative tele- 
phone companies, or like organizations of a purely local character, the 
income of which consists solely of assessments, dues, and fees collected 
from members for the sole purpose of meeting expenses; 

(11) Farmers', fruit growers', or like associations, organized and 
operated as sales agents for the purpose of marketing the products of 
members and turning back to them the proceeds of sales, less the neces- 
sary selling expenses, on the basis of the quantity of produce furnished 
by them; 

(12) Corporations organized for the exclusive purpose of holding title 
to property, collecting income therefrom, and turning over the entire 
amount thereof, less expenses, to an organization which itself is exempt 
from the tax imposed by this title; 

(13) Federal land banks and national farm-loan associations as pro- 
vided in section 26 of the act approved July 17, 1916, entitled "An act 
to provide capital for agricultural development, to create standard forms 
of investment based upon farm mortgage, to equalize rates of interest 
upon farm loans, to furnish a market for United States bonds, to create 
government depositaries and financial agents for the United States, and 
for other purposes" ; 

(14) Personal service corporations. 

Net Income Defined. 
Sec. 232. That in the case of a corporation subject to the tax imposed 
by section 230 the term "net income" means the gross income as defined 
in section 233 less the deductions allowed by section 234, and the net in- 
come shall be computed on the same basis as is provided in subdivision (b) 
of section 212 or in section 226. 

Gross Income Defined. 
Sec. 233. (a) That in the case of a corporation subject to the tax 
imposed by section 230 the term "gross income" means the gross income 
as defined in section 213, except that : 
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(1) In the case of life insurance companies there shall not be included 
in gross income such portion of any actual premium received from any 
individual policyholder as is paid back or credited to or treated as an 
abatement of premium of such policyholder within the taxable year. 

(2) Mutual marine insurance companies shall include in gross income 
the gross premiums collected and received by them less amounts paid for 
reinsurance. 

(b) In the case of a foreign corporation gross income includes only 
the gross income from sources within the United States, including the 
interest on bonds, notes, or other interest-bearing obligations, of residents, 
corporate or otherwise, dividends from resident corporations, and includ- 
ing all amounts received (although paid under a contract for the sale 
of goods or otherwise) representing profits on the manufacture and dis- 
position of goods within the United States. 

Deductions Allowed. 

Sec. 234. (a) That in computing the net income of a corporation sub- 
ject to the tax imposed by section 230 there shall be allowed as deductions : 

(1) All the ordinary and necessary expenses paid or incurred during 
the taxable year in carrying on any trade or business, including a reason- 
able allowance for salaries or other compensation for personal services 
actually rendered, and including rentals or other payments required to be 
made as a condition to the continued use or possession of property to 
which the corporation has not taken or is not taking title, or in which it 
has no equity; 

(2) All interest paid or accrued within the taxable year on its indebt- 
edness, except on indebtedness incurred or continued to purchase or 
carry obligations or securities (other than obligations of the United States 
issued after September 24, 1917) the interest upon which is wholly exempt 
from taxation under this title as income to the taxpayer, or, in the case 
of a foreign corporation, the proportion of such interest which the amount 
of its gross income from sources within the United States bears to the 
amount of its gross income from all sources within and without the United 
States ; 

(3) Taxes paid or accrued within the taxable year imposed (a) by the 
authority of the United States, except income, war profits and excess- 
profits taxes; or (b) by the authority of any of its possessions, except 
the amount of income, war profits and excess-profits taxes allowed as 
a credit under section 238; or (c) by the authority of any state or terri- 
tory, or any county, school district, municipality, or other taxing subdi- 
vision of any state or territory, not including those assessed against local 
benefits of a kind tending to increase the value of the property assessed ; 
or (d) in the case of a domestic corporation, by the authority of any 
foreign country, except the amount of income, war-profits and excess- 
profits taxes allowed as a credit under section 238; or (e) in the case of 
a foreign corporation, by the authority of any foreign country (except 
income, war-profits and excess-profits taxes, and taxes assessed against 
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local benefits of a kind tending to increase the value of the property 
assessed), upon the property or business: provided, that in the case of 
obligors specified in subdivision (b) of section 221 no deduction for the 
payment of the tax imposed by this title or any other tax paid pursuant 
to the contract or provision referred to in that subdivision, shall be 
allowed ; 

(4) Losses sustained during the taxable year and not compensated for 
by insurance or otherwise; 

(5) Debts ascertained to be worthless and charged off within the tax- 
able year ; 

(6) Amounts received as dividends from a corporation which is tax- 
able under this title upon its net income, and amounts received as divi- 
dends from a personal service corporation out of earnings or profits upon 
which income tax has been imposed by act of congress ; 

(7) A reasonable allowance for the exhaustion, wear and tear of prop- 
erty used in the trade or business, including a reasonable allowance for 
obsolescence ; 

(8) In the case of buildings, machinery, equipment, or other facilities, 
constructed, erected, installed, or acquired, on or after April 6, 1917, for 
the production of articles contributing to the prosecution of the present 
war, and in the case of vessels constructed or acquired on or after such 
date for the transportation of articles or men contributing to the prose- 
cution of the present war, there shall be allowed a reasonable deduction 
for the amortization of such part of the cost of such facilities or vessels 
as has been borne by the taxpayer, but not again including any amount 
otherwise allowed under this title or previous acts of congress as a deduc- 
tion in computing net income. At any time within three years after the 
termination of the present war the commissioner may, .and at the request 
of the taxpayer shall, reexamine the return, and if he then finds as 
a result of an appraisal or from other evidence that the deduction origi- 
nally allowed was incorrect, the taxes imposed by this title and by title III 
for the year or years affected shall be redetermined; and the amount of 
tax due upon such redetermination, if any, shall be paid upon notice and 
demand by the collector, or the amount of tax overpaid, if any, shall be 
credited or refunded to the taxpayer in accordance with the provisions of 
section 252. 

(9). In the case of mines, oil and gas wells, other natural deposits, and 
timber, a reasonable allowance for depletion and for depreciation of im- 
provements, according to the peculiar conditions in each case,' based upon 
cost including cost of development not otherwise deducted : provided, that 
in the case of such properties acquired prior to March 1, 1913, the fair mar- 
ket value of the property (or the taxpayer's interest therein) on that date 
shall be taken in lieu of cost up to that date: provided further, that in 
the case of mines, oil and gas wells, discovered by the taxpayer, on or 
after March 1, 1913, and not acquired as the result of purchase of a proven 
tract or lease, where the fair market value of the property is materially 
disproportionate to the cost, the depletion allowance shall be based upon 
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the fair market value of the property at the date of the discovery, or 
within 30 days thereafter; such reasonable allowance in all the above 
cases to be made under rules and regulations to be prescribed by the com- 
missioner with the approval of the secretary. In the case of leases the 
deductions allowed by this paragraph shall be equitably apportioned be- 
tween the lessor and lessee: 

(10) In the case of insurance companies, in addition to the above: 
(a) the net addition required by law to be made within the taxable year 
to reserve funds (including in the case of assessment insurance com- 
panies the actual deposit of sums with state or territorial officers pursuant 
to law as additions to guarantee or reserve funds), and (b) the sums other 
than dividends paid within the taxable year on policy and annuity contracts ; 

(11) In the case of corporations issuing policies covering life, health, 
and accident insurance combined in one policy issued on the weekly pre- 
mium payment plan continuing for life and not subject to cancellation, 
in addition to the above, such portion of the net addition (not required 
by law) made within the taxable year to reserve funds as the commis- 
sioner finds to be required for the protection of the holders of such poli- 
cies only; 

(12) In the case of mutual marine insurance companies, there shall 
be allowed, in addition to the deductions allowed in paragraphs (1) to 
(10), inclusive, amounts repaid to policyholders on account of premiums 
previously paid by them, and interest paid upon such amounts between 
the ascertainment and the payment thereof ; 

(13) In the case of mutual insurance companies (other than mutual 
life or mutual marine insurance companies) requiring their members to 
make premium deposits to provide for losses and expenses, there shall be 
allowed, in addition to the deductions allowed in paragraphs (1) to (10), 
inclusive, (unless otherwise allowed under such paragraphs) the amount 
of premium deposits returned to their policyholders and the amount of 
premium deposits retained for the payment of losses, expenses, and rein- 
surance reserves; 

(14) (a) At the time of filing return for the taxable year 1918 a tax- 
payer may file a claim in abatement based on the fact that he has sustained 
a substantial loss (whether or not actually realized by sale or other dis- 
position) resulting from any material reduction (not due to temporary 
fluctuation) of the value of the inventory for such taxable year, or from 
the actual payment after the close of such taxable year of rebates in 
pursuance of contracts entered into during such year upon sales made 
during such year. In such case payment of the amount of the tax covered 
by such claim shall not be required until the claim is decided, but the 
taxpayer shall accompany his claim with a bond in double the amount of 
the tax covered by the claim, with sureties satisfactory to the commis- 
sioner, conditioned for the payment of any part of such tax: found to be 
due, with interest. If any part of such claim is disallowed then the 
remainder of the tax due shall on notice and demand by the collector be 
paid by the taxpayer with interest at the rate of 1 per centum per month 
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from the time the tax would have been due had no such claim been filed. 
If it is shown to the satisfaction of the commissioner that such substan- 
tial loss has been sustained, then in computing the taxes imposed by this 
title and by title III the amount of such loss shall be deducted from the 
net income, (b) If no such claim is filed, but it is shown to the satis- 
faction of the commissioner that during the taxable year 1919 the tax- 
payer has sustained a substantial loss of the character above described 
then the amount of such loss shall be deducted from the net income for 
the taxable year 1918 and the taxes imposed by this title and by title III 
for such year shall be redetermined accordingly. Any amount found 
to be due to the taxpayer upon the basis of such redetermination shall be 
credited or refunded to the taxpayer in accordance with the provisions 
of section 252. 

(b) In the case of a foreign corporation the deductions allowed in 
subdivision (a), except those allowed in paragraph (2) and in clauses (a), 
(b), and (c) of paragraph (3), shall be allowed only if and to the extent 
that they are connected with income arising from a source within the 
United States; and the proper apportionment and allocation of the de- 
ductions with respect to sources of income within and without the United 
States shall be determined under rules and regulations prescribed by the 
commissioner with the approval of the secretary. 

Items Not Deductible. 
Sec. 235. That in computing net income no deduction shall in any 
case be allowed in respect of any of the items specified in section 215. 

Credits Allowed. 
Sec. 236. That for the purpose only of the tax imposed by section 230 
there shall be allowed the following credits : 

(a) The amount received as interest upon obligations of the United 
States and bonds issued by the war finance corporation, which is included 
in gross income under section 233; 

(b) The amount of any taxes imposed by title HI for the same tax- 
able year : provided, that in the case of a corporation which makes return 
for a fiscal year beginning in 1917 and ending in 1918, in computing the 
tax as provided in subdivision (a) of section 205, the tax computed for 
the entire period under title II of the revenue act of 1917 shall be 
credited against the net income computed for the entire period under title 
I of the revenue act of 1916 as amended by the revenue act of 1917 and 
under title I of the revenue act of 1917, and the tax computed for the 
entire period under title III of this act at the rates prescribed for the 
calendar year 1918 shall be credited against the net income computed for 
the entire period under this title ; and 

(c) In the case of a domestic corporation, $2,000. 

Payment of Tax at Source. 
Sec. 237. That in the case of foreign corporations subject to taxation 
under this title not engaged in trade or business within the United States 
and not having any office or place of business therein, there shall be 
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deducted and withheld at the source in the same manner and upon the 
same items of income as is provided in section 221 a tax equal to 10 per 
centum thereof, and such tax* shall be returned and paid in the same 
manner and subject to the same conditions as provided in that section: 
provided, that in the case of interest described in subdivision (b) of that 
section the deduction and withholding shall be at the rate of 2 per centum. 

Credit for Taxes. 

Sec. 238. (a) That in the case of a domestic corporation the total 
taxes imposed for the taxable year by this title and by title III shall be 
credited with the amount of any income, war-profits and excess-profits 
taxes paid during the taxable year to any foreign country, upon income 
derived from sources therein, or to any possession of the United States. 

If accrued taxes when paid differ from the amounts claimed as credits 
by the corporation, or if any tax* paid is refunded in whole or in part, 
the corporation shall at once notify the commissioner who shall redeter- 
mine the amount of the taxes due under this title and under title III for 
the year or years affected, and the amount of taxes due upon such rede- 
termination, if any, shall be paid by the corporation upon notice and 
demand by the collector, or the amount of taxes overpaid, if any, shall 
be credited or refunded to the corporation in accordance with the provi- 
sions of section 252. In the case of such a tax accrued but not paid, the 
commissioner as a condition precedent to the allowance of this credit may 
require the corporation to give a bond with sureties satisfactory to and 
to be approved by him in such penal sum as he may require, conditioned 
for the payment by the taxpayer of any amount of taxes found due upon 
any such redetermination; and the bond herein prescribed shall contain 
such further conditions as the commissioner may require. 

(b) This credit shall be allowed only if the taxpayer furnishes evi- 
dence satisfactory to the commissioner showing the amount of income 
derived from sources within such foreign country or such possession of 
the United States, as the case may be, and all other information neces- 
sary for the computation of such credit. 

(c) If a domestic corporation makes a return for a fiscal year begin- 
ning in 1917 and ending in 1918, only that proportion of this credit shall 
be allowed which the part of such period within the calendar year 1918 
bears to the entire period. 

Corporation Returns. 
Sec. 239. That every corporation subject to taxation under this title 
and every personal service corporation shall make a return, stating spe- 
cifically the items of its gross income and the deductions and credits 
allowed by this title. The return shall be sworn to by the president, vice- 
president, or other principal officer and by the treasurer or assistant treas- 
urer. If any foreign corporation has no office or place of business in 
the United States but has an agent in the United States, the return shall 
be made by the agent. In cases where receivers, trustees in bankruptcy, 
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or assignees are operating the property or business of corporations, such 
receivers, trustees, or assignees shall make returns for such corporations 
in the same manner and form as corporations are required to make returns. 
Any tax due on the basis of such returns made by receivers, trustees, or 
assignees shall be collected in the same manner as if collected from the 
corporations of whose business or property they have custody and control. 

Returns made under this section shall be subject to the provisions of 
sections 226 and 228. 

When return is made under section 226 the credit provided in sub- 
division (c) of section 236 shall be reduced to an amount which bears 
the same ratio to the full credit therein provided as the number of months 
in the period for which such return is made bears to twelve months. 

Consolidated Returns. 

Sec. 240. (a) That corporations which are affiliated within the mean- 
ing of this section shall, under regulations to be prescribed by the com- 
missioner with the approval of the secretary, make a consolidated return 
of net income and invested capital for the purposes of this title and title 
III, and the taxes thereunder shall be computed and determined upon the 
basis of such return : provided, that there shall be taken out of such con- 
solidated net income and invested capital, the net income and invested 
capital of any such affiliated corporation organized after August 1, 1914, 
and not successor to a then existing business, 50 per centum or more of 
whose gross income consists of gains, profits, commissions, or other 
income, derived from a government contract or contracts made between 
April 6, 1917, and November 11, 1918, both dates inclusive. In such case 
the corporation so taken out shall be separately assessed on the basis of 
its own invested capital and net income and the remainder of such affili- 
ated group shall be assessed on the basis of the remaining consolidated 
invested capital and net income. 

In any case in which a tax is assessed upon the basis of a consoli- 
dated return, the total tax shall be computed in the first instance as a 
unit and shall then be assessed upon the respective affiiliated corporations 
in such proportions as may be agreed upon among them, or, in the absence 
of any such agreement, then on the basis of the net income properly 
assignable to each. There shall be allowed in computing the income tax 
only one specific credit of $2,000 (as provided in section 236) ; in com- 
puting the war-profits credit (as provided in section 311) only one specific 
exemption of $3,000; and in computing the excess-profits credit (as pro- 
vided in section 312) only one specific exemption of $3,000. 

(b) For the purpose of this section two or more domestic corpora- 
tions shall be deemed to be affiliated (1) if one corporation owns directly 
or controls through closely affiliated interests or by a nominee or nomi- 
nees substantially all the stock of the other or others, or (2) if substan- 
tially all the stock of two or more corporations is owned or controlled 
by the same interests. 
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(c) For the purposes of section 238 a domestic corporation which 
owns a majority of the voting stock of a foreign corporation shall be 
deemed to have paid the same proportion of any income, war-profits and 
excess-profits taxes paid (but not including taxes accrued) by such foreign 
corporation during the taxable year tof any foreign country or to any 
possession of the United States upon income derived from sources 
without the United States, which the amount of any dividends (not 
deductible under section 234) received by such domestic corporation from 
such foreign corporation during the taxable year bears to the total tax- 
able income of such foreign corporation upon or with respect to which 
such taxes were paid : provided, that in no such case shall die amount of 
the credit for such taxes exceed the amount of such dividends (not de- 
ductible under section 234) received by such domestic corporation during 
the taxable year. 

Time and Place for Filing Returns. 

Sec. 241. (a) That returns of corporations shall be made at the same 
time as is provided in subdivision (a) of section 227. 

(b) Returns shall be made to the collector of the district in which 
is located the principal place of business or principal office or agency of 
the corporation, or, if it has no principal place of business or principal 
office or agency in the United States, then to the collector at Baltimore, 
Maryland. 

Part IV.— Administrative Provisions 

Payment of Taxes 

Sec. 250. (a) That except as otherwise provided in this section and 
sections 221 and 237 the tax shall be paid in four installments, each con- 
sisting of one-fourth of the total amount of the tax. The first install- 
ment shall be paid at the time fixed by law for filing the return, and the 
second installment shall be paid on the fifteenth day of the third month, 
the third installment on the fifteenth day of the sixth month, and the 
fourth installment on the fifteenth day of the ninth month, after the time 
fixed by law for filing the return. Where an extension of time for filing 
a return is granted the time for payment of the first installment shall 
be postponed until the date of the expiration of the period of the exten- 
sion, but the time for payment of the other installments shall not be 
postponed unless the commissioner so provides in granting the extension. 
In any case in which the time for the payment of any installment is at 
the request of the taxpayer thus postponed, there shall be added as part 
of such installment interest thereon at the rate of ^ of 1 per centum 
per month from the time it would have been due if no extension had 
been granted, until paid. If any installment is not paid when due, the 
whole amount of the tax unpaid shall become due and payable upon notice 
and demand by the collector. 

The tax may at the option of the taxpayer be paid in a single payment 
instead of in installments, in which case the total amount shall be paid 
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on or before the time fixed by law for filing the return, or, where an 
extension of time for filing the return has been granted, on or before the 
expiration of the period of such extension. 

(b) As soon as practicable after the return is filed, the commissioner 
shall examine it. If it then appears that the correct amount of the tax 
is greater or less than that shown in the return, the installments shall be 
recomputed. If the amount already paid exceeds that which should have 
been paid on the basis of the installments as recomputed, the excess so 
paid shall be credited against the subsequent installments; and if the 
amount already paid exceeds the correct amount of the tax, the excess 
shall be credited or refunded to the taxpayer in accordance with the pro- 
visions of section 252. 

If the amount already paid is less than that which should have been 
paid, the difference shall, to the extent not covered by any credits then 
due to the taxpayer under section 252, be paid upon notice and demand 
by the collector. In such case if the return is made in good faith and 
the understatement of the amount in the return is not due to any fault 
of the taxpayer, there shall be no penalty because of such understatement. 
If the understatement is due to negligence on the part of the taxpayer, 
but without intent to defraud, there shall be added as part of the tax 5 
per centum of the total amount of the deficiency, plus interest at the rate 
of 1 per centum per month on the amount of the deficiency of each in- 
stallment from the time the installment was due. 

If the understatement is false or fraudulent with intent to evade the 
tax, then, in lieu of the penalty provided by section 3176 of the Revised 
Statutes, as amended, for false or fraudulent returns wilfully made, but 
in addition to other penalties provided by law for false or fraudulent 
returns, there shall be added as part of the tax 50 per centum of the amount 
of the deficiency. 

(c) If the return is made pursuant to section 3176 of the Revised 
Statutes as amended, the amount of tax determined to be due under such 
return shall be paid upon notice and demand by the collector. 

(d) Except in the case of false or fraudulent returns with intent to 
evade the tax, the amount of tax* due under any return shall be determined 
and assessed by the commissioner within five years after the return was 
due or was made, and no suit or proceeding for the collection of any tax 

, shall be begun after the expiration of fi\t years after the date when the 
return was due or was made. In the case of such false or fraudulent 
returns, the amount of tax due may be determined at any time after the 
return is filed, and the tax may be collected at any time after it becomes 
due. 

(e) If any tax remains unpaid after the date when it is due, and for 
ten days after notice and demand by the collector, then, except in case of 
estates of insane, deceased, or insolvent persons, there shall be added as 
part of the tax the sum of 5 per centum on the amount due but unpaid, 
plus interest at the rate of 1 per centum per month upon such amount 
from the time it became due : provided, that as to any such amount which 
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is the subject of a bona fide claim for abatement such sum of 5 per 
centum shall not be added and the interest from the time the amount was 
due until the claim is decided shall be at the rate of ^ of 1 per centum 
tier month. 

In the case of the first installment provided for in subdivision (a) the 
instructions printed on the return shall be deemed sufficient notice of the 
date when the tax is due and sufficient demand, and the taxpayer's com- 
putation of the tax on the return shall be deemed sufficient notice of the 
amount due. 

(f) In any case in which in order to enforce payment of a tax it is 
necessary for a collector to cause a warrant of distraint to be served, 
there shall also be added as part of the tax the sum of $5. 

(g) If the commissioner finds that a taxpayer designs quickly to depart 
from the United States or to remove his property therefrom, or to con- 
ceal himself or his property therein, or to do any other act tending to 
prejudice or to render wholly or partly ineffectual proceedings to collect 
the tax for the taxable year then last past or the taxable year then current 
unless such proceedings be brought without delay, the commissioner shall 
declare the taxable period for such taxpayer terminated at the end of the 
calendar month then last past and shall cause notice of such finding and 
declaration to be given the taxpayer, together with a demand for imme- 

• diate payment of the tax for the taxable period so declared terminated 
and of the tax for the preceding taxable year or so much of said tax* as is 
unpaid, whether or not the time otherwise allowed by law for filing return 
and paying the tax has expired ; and such taxes shall thereupon become im- 
mediately due and payable. In any action or suit brought to enforce pay- 
ment of taxes made due and payable by virtue of the provisions of this 
subdivision the finding of the commissioner, made as herein provided, 
whether made after notice to the taxpayer or not, shall be for all pur- 
poses presumptive evidence of the taxpayer's design. A taxpayer who is 
not in default in making any return or paying income, war-profits, or 
excess-profits tax under any act of congress may furnish to the United 
States, under regulations to be prescribed by the commissioner with the 
approval of the secretary, security approved by the commissioner that 
he will duly make the return next thereafter required to be filed and pay 
the tax next thereafter required to be paid. The commissioner may ap- 
prove and accept in like manner security for return and payment of taxes 
made due and payable by virtue of the provisions of this subdivision, pro- 
vided the taxpayer has paid in full all other income, war profits, or excess 
profits taxes due from him under any act of congress. If security is ap- 
proved and accepted pursuant to the provisions of this subdivision and 
such further or other security with respect to the tax* or taxes covered 
thereby is given as the commissioner shall from time to time find necessary 
and require, payment of such taxes shall not be enforced by any proceed- 
ings under the provisions of this subdivision prior to the expiration of 
the time otherwise allowed for paying such respective taxes. 
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Receipts for Taxes. 
Sec. 251. That every collector to whom any payment of any tax is 
made under the provisions of this title shall upon request give to the per- 
son making such payment a full written or printed receipt, stating the 
amount paid and the particular account for which such payment was made ; 
and whenever any debtor pays taxes on account of payments made or to 
be made by him to separate creditors the collector shall, if requested by 
such debtor, give a separate receipt for the tax paid on account of each 
creditor in such form that the debtor can conveniently produce such re- 
ceipts separately to his several creditors in satisfaction of their respective 
demands up to the amounts stated in the receipts ; and such receipt shall 
be sufficient evidence in favor of such debtor to justify him in withholding 
from his next payment to his creditor the amount therein stated ; but the 
creditor may, upon giving to his debtor a full written receipt acknowl- 
edging the payment to him of any sum actually paid and accepting the 
amount of tax paid as aforesaid (specifying the same) as a further satis- 
faction of the debt to that amount, require the surrender to him of such 
collector's receipt. 

Refunds. 

Sec. 252. That if, upon examination of any return of income made 
pursuant to this act, the act of August 5, 1909, entitled "An act to provide 
revenue, equalize duties, and encourage the industries of the United States; 
and for other purposes," the act of October 3, 1913v entitled "An act to 
reduce tariff duties and to provide revenue for the government, and for 
other purposes," the revenue act of 1916, as amended, or the revenue act 
of 1917, it appears that an amount of income, war-profits or excess-profits 
tax has been paid in excess of that properly due, then, notwithstanding 
the provisions of section 3228 of the Revised Statutes, the amount of the 
excess shall be credited against any income, war-profits or excess-profits 
taxes, or installment thereof, then due from the taxpayer under any other 
return, and any balance of such excess shall be immediately refunded to 
the taxpayer : provided, that no such credit or refund shall be allowed or 
made after five years from the date when the return was due, unless be- 
fore the expiration of such five years a claim therefor is filed by the 
taxpayer. 

Penalties. 

Sec. 253. That any individual, corporation, or partnership required un- 
der this title to pay or collect any tax, to make a return or to supply in- 
formation, who fails to pay or collect such tax, to make such return, or to 
supply such information at the time or times required under this title, 
shall be liable to a penalty of not more than $1,000. Any individual, cor- 
poration, or partnership, or any officer or employee of any corporation or 
member or empolyee of a partnership, who willfully refuses to pay or 
collect such tax, to make such return, or to supply such information at the 
time or times required under this title, or who willfully attempts in any 
manner to defeat or evade the tax imposed by this title, shall be guilty 
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of a misdemeanor and shall be fined not more than $10,000 or imprisoned 
for not more than one year, or both, together with the costs of prose- 
cution. 

Returns of Payments of Dividends. 
Sec 254. That every corporation subject to the tax imposed by this 
title and every personal service corporation shall, when required by the 
commissioner, render a correct return duly verified under oath, of its pay- 
ments of dividends, stating the name and address of each stockholder, the 
number of shares owned by him, and the amount of dividends paid to 
him. 

Returns of Brokers. 
Sec. 255. That every individual, corporation, or partnership doing busi- 
ness as a broker shall, when required by the commissioner, render a cor- 
rect return duly verified under oath, under such rules and regulations as 
the commissioner, with the approval of the secretary, may prescribe, show- 
ing the names of customers for whom such individual, corporation, or 
partnership has transacted any business, with such details as to the profits, 
losses, or other information which the commissioner may require, as to 
each of such customers, as will enable the commissioner to determine 
whether all income tax due on profits or gains of such customers has 
been paid. 

Information at Source. 

Sec 256. That all individuals, corporations, and partnerships, in what- 
ever capacity acting, including lessees or mortgagors of real or personal 
property, fiduciaries, and employers, making payment to another individ- 
ual, corporation, or partnership, of interest, rent, salaries, wages, premiums, 
annuities, compensations, remunerations, emoluments, or other fixed, or 
determinable gains, profits, and income (other than payments described 
in sections 254 and 255), of $1,000 or more in any taxable year, or, in 
the case of such payments made by the United States, the officers or em- 
ployees of the United States having information as to such payments and 
required to make returns in regard thereto by the regulations hereinafter 
provided for, shall render a true and accurate return to the commis- 
sioner, under such regulations and in such form and manner and to such 
extent as may be prescribed by him with the approval of the secretary, 
setting forth the amount of such gains, profits, and income, and the name 
and address of the recipient of such payment. 

Such returns may be required, regardless of amounts, (1) in the case 
of payments of interest upon bonds, mortgages, deeds of trust, or other 
similar obligations of corporations, and (2) in the case of collections of 
items (not payable in the United States) of interest upon the bonds of 
foreign countries and interest upon the bonds of and dividends from 
foreign corporations by individuals, corporations, or partnerships, under- 
taking as a matter of business or for profit the collection of foreign pay- 
ments of such interest or dividends by means of coupons, checks, or bills 
of exchange. 
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When necessary to make effective the provisions of this section the 
name and address of the recipient of income shall be furnished upon de- 
mand of the individual, corporation, or partnership paying the income. 

The provisions of this section shall apply to the calendar year 1918 
and each calendar year thereafter, but shall not apply to the payment of 
interest on obligations of the United States. 

Returns to be Public Records. 

Sec. 257. That returns upon which the tax has been determined by 
the commissioner shall constitute public records ; but they shall be open to 
inspection only upon order of the president and under rules and regulations 
prescribed by the secretary and approved by the president: provided, that 
the proper officers of any state imposing an income tax may, upon the 
request of the governor thereof, have access to the returns of any corpo- 
ration, or to an abstract thereof showing the name and income of the 
corporation, at such times and in such manner as the secretary may pre- 
scribe : provided further, that all bona fide stockholders of record owning 
1 per centum or more of the outstanding stock of any corporation shall, 
upon making request of the commissioner, be allowed to examine the 
annual income returns of such corporation and of its subsidiaries. Any 
stockholder who pursuant to the provisions of this section is allowed to 
examine the return of any corporation, and who makes known in any 
manner whatever not provided by law the amount or source of income, 
profits, losses, expenditures, or any particular thereof, set forth or dis- 
closed in any such return, shall be guilty of a misdemeanor and be pun- 
ished by a fine not exceeding $1,000, or by imprisonment not exceeding 
one year, or both. 

The commissioner shall as soon as practicable in each year cause to be 
prepared and made available to public inspection in such manner as he 
may determine, in the office of the collector in each internal-revenue dis- 
trict and in such other places as he may determine, lists containing the 
names and the post-office addresses of all individuals making income-tax 
returns in such district. 

Publication of Statistics. 
Sec. 258. That the commissioner, with the approval of the secretary, 
shall prepare and publish annually statistics reasonably available with 
respect to the operation of the income, war-profits and excess-profits tax* 
laws, including classifications of taxpayers and of income, the amounts 
allowed as deductions, exemptions, and credits, and any other facts deemed 
pertinent and valuable. 

Collection of Foreign Items. 
Sec. 259. That all individuals, corporations, or partnerships undertak- 
ing as a matter of business or for profit the collection of foreign pay- 
ments of interest or dividends by means of coupons, checks, or bills of 
exchange shall obtain a license from the commissioner and shall be subject 
to such regulations enabling the government to obtain the information re- 
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quired under this title as the commissioner, with the approval of the secre- 
tary, shall prescribe; and whoever knowingly undertakes to collect such 
payments without having obtained a license therefor, or without complying 
with such regulations, shall be guilty of a misdemeanor and shall be 
fined not more than $5,000, or imprisoned for not more than one year, or 
both. 

Citizens of United States Possessions. 
Sec. 260. That any individual who is a citizen of any possession of the 
United States (but not otherwise a citizen of the United States) and who 
is not a resident of the United States, shall be subject to taxation under 
this title only as to income derived from sources within the United States, 
and in such case the tax shall be computed and paid in the same manner 
and subject to the same conditions as in the case of other persons who are 
taxable only as to income derived from such sources. 

Porto Rico and Philippine Islands. 

Sec. 261. That in Porto Rico and the Philippine Islands the income tax 
shall be levied, assessed, collected, and paid in accordance with the pro- 
visions of the revenue act of 1916 as amended. 

Returns shall be made and taxes shall be paid under title I of such 
act in Porto Rico or the Philippine Islands, as the case may be, by (1) 
every individual who is a citizen or resident of Porto Rico or the Philip- 
pine Islands or derives income from sources therein, and (2) every cor- 
poration created or organized in Porto Rico or the Philippine Islands or 
deriving income from sources therein. An individual who is neither a 
citizen nor a resident of Porto Rico or the Philippine Islands but derives 
income from sources therein, shall be taxed in Porto Rico or the Philip- 
pine Islands as a nonresident alien individual, and a corporation created 
or organized outside Porto Rico or the Philippine Islands and deriving 
income from sources therein shall be taxed in Porto Rico or the Philip- 
pine Islands as a foreign corporation. For the purposes of section 216 
and of paragraph (6) of subdivision (a) of section 234 a tax imposed in 
Porto Rico or the Philippine Islands upon the net income of a corporation 
shall not be deemed to be a tax: under this title. 

The Porto Rican or Philippine legislature shall have power by due 
enactment to amend, alter, modify or repeal the income tax laws in force 
in Porto Rico or the Philippine Islands, respectively. 

TITLE III.— WAR-PROFITS AND EXCESS-PROFITS TAX. 

Part I. — General Definitions. 
Sec. 300. That when used in this title the terms "taxable year," "fiscal 
year," "personal service corporation," "paid or accrued," and "dividends" 
shall have the same meaning as provided for the purposes of income tax 
in sections 200 and 201. The first taxable year for the purposes of this 
title shall be the same as the first taxable year for the purposes of the 
income tax* under title II. 
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Part II. — Imposition op Tax. 
Sec. 301. (a) That in lieu of the tax imposed by title II of the revenue 
act of 1917, but in addition to the other taxes imposed by this act, there 
shall be levied, collected, and paid for the taxable year 1918 upon the net 
income of every corporation a tax equal to the sum of the following: 

First Bracket. 
30 per centum of the amount of the net income in excess of the excess- 
profits credit (determined under section 312) and not in excess of 20 per 
centum of the invested capital; 

Second Bracket. 
65 per centum of the amount of the net income in excess of 20 per 
centum of the invested capital; 

Third Bracket. 
The sum, if any, by which 80 per centum of the amount of the net 
income in excess of the war-profits credit (determined under section 311) 
exceeds the amount of the tax computed under the first and second 
brackets. 

(b) For the taxable year 1919 and each taxable year thereafter there 
shall be levied, collected, and paid upon the net income of every cor- 
poration (except corporations taxable under subdivision (c) of this sec- 
tion) a tax equal to the sum of the following : 

First Bracket. 
20 per centum of the amount of the net income in excess of the excess- 
profits credit (determined under section 312) and not in excess of 20 per 
centum of the invested capital ; 

Second Bracket. 
40 per centum of the amount of the net income in excess of 20 per 
centum of the invested capital. 

(c) For the taxable year 1919 and each taxable year thereafter there 
shall be levied, collected, and paid upon the net income of every corpora- 
tion which derives in such year a net income of more than $10,000 from 
any government contract or contracts made between April 6, 1917, and 
November 11, 1918, both dates inclusive, a tax equal to the sum of the 
following : 

(1) Such a portion of a tax computed at the rates specified in sub- 
division (a) as the part of the net income attributable to such government 
contract or contracts* bears to the entire net income. In computing such 
tax the excess-profits credit and the war-profits credit applicable to the 
taxable year shall be used; 

(2) Such a portion of a tax computed at the rates specified in sub- 
division (b) as the part of the net income not attributable to such gov- 
ernment contract or contracts bears to the entire net income. 
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For the purpose of determining the part of the net income attributable 
to such government contract or contracts, the proper apportionment and 
allocation of the deductions with respect to gross income derived from 
such government contract or contracts and from other sources, respec- 
tively, shall be determined under rules and regulations prescribed by the 
commissioner, with the approval of the secretary. 

(d) In any case where the full amount of the excess-profits credit 
is not allowed under the first bracket of subdivision (a) or (b), by reason 
of the fact that such credit is in excess of 20 per centum of the invested 
capital, the part not so allowed shall be deducted from the amount in the 
second bracket 

(e) For the purposes of the act approved March 21, 1918, entitled 
"An act to provide for the operation of transportation systems while un- 
der federal control, for the just compensation of their owners and for 
other purposes," the tax imposed by this title shall be treated as levied by 
an act in amendment of title II of the revenue act of 1917. 

Sec. 302. That the tax imposed by subdivision (a) of section 301 shall 
in no case be more than 30 per centum of the amount of the net income 
in excess of $3,000 and not in excess of $20,000, plus 80 per centum of 
the amount of the net income in excess of $20,000; the tax imposed by 
subdivision (b) of section 301 shall in no case be more than 20 per 
centum of the amount of the net income in excess of $3,000 and not in 
excess of $20,000, plus 40 per centum of the amount of the net income in 
excess of $20,000; and the above limitation shall apply to the taxes com- 
puted under subdivisions (a) and (b) of section 301, respectively, when 
used in subdivision (c) of that section. Nothing in this section shall be 
construed in such manner as to increase the tax imposed by section 301. 

Sec 303. That if part of the net income of a corporation is derived 
(1) from a trade or business (or a branch of a trade or business) in 
which the employment of capital is necessary, and (2) a part (constitu- 
ting not less than 30 per centum of its total net income) is derived from 
a separate trade or business (or a distinctly separate branch of the trade 
or business) which if constituting the sole trade or business would bring 
it within the class of "personal service corporations," then (under regu- 
lations prescribed by the commissioner with the approval of the secre- 
tary) the tax upon the first part of such net income shall be separately 
computed (allowing in such computation only the same proportionate 
part of the credits authorized in sections 311 and 312), and the tax upon 
the second part shall be the same percentage thereof as the taX so com- 
puted upon the first part is of such first part : provided, that the tax upon 
such second part shall in no case be less than 20 per centum thereof, unless 
the tax upon the entire net income, if computed without benefit of this 
section, would constitute less than 20 per centum of such entire net in- 
come, in which event the tax shall be determined upon the entire net in- 
come, without reference to this section, as other taxes are determined un- 
der this title. The total tax computed under this section shall be subject 
to the limitations provided in section 302. 
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Sec. 304. (a) That the corporations enumerated in section 231 shall, 
to the extent that they are exempt from income tax under title II, be 
exempt from taxation under this title. 

(b) Any corporation whose net income for the taxable year is less 
than $3,000 shall be exempt from taxation under this title. 

(d) [c?] In the case of any corporation engaged in the mining of 
gold, the portion of the net income derived from the mining of gold shall 
be exempt from the tax imposed by this title, and the tax on the remain- 
ing portion of the net income shall be the proportion of a tax computed 
without the benefit of this subdivision which such remaining portion of the 
net income bears to the entire net income. 

Sec. 305. That if a tax is computed under this title for a period of 
less than twelve months, the specific exemption of $3,000, wherever re- 
ferred to in this title, shall be reduced to an amount which is the same 
proportion of $3,000 as the number of months in the period is of twelve 
months. 

Past III. — Credits 

Sec. 310. That as used in this title the term "prewar period" means 
the calendar years 1911, 1912, and 1913, or, if a corporation was not in 
existence during the whole of such period, then as many of such years 
during the whole of which the corporation was in existence. 

Sec. 311. (a) That the war-profits credit shall consist of the sum of: 

(1) A specific exemption of $3,000; and 

(2) An amount equal to the average net income of the corporation 
for the prewar period, plus or minus, as the case may be, 10 per centum 
of the difference between the average invested capital for the prewar 
period and the invested capital for the taxable year. If the tax is com- 
puted for a period of less than twelve months such amount shall be re- 
duced to the same proportion thereof as the number of months in the 
period is of twelve months. 

(b) If the corporation had no net income for the prewar period, or 
if the amount computed under paragraph (2) of subdivision (a) is less 
than 10 per centum of its invested capital for the taxable year, then the 
war-profits credit shall be the sum of : 

(1) A specific exemption of $3,000; and 

(2) An amount equal to 10 per centum of the invested capital for the 
taxable year. 

(c) If the corporation was not in existence during the whole of at 
least one calendar year during the prewar period, then, except as provided 
in subdivision (d), the war-profits credit shall be the sum of: 

(1) A specific exemption of $3,000; and 

(2) An amount equal to the same percentage of the invested capital 
of the taxpayer for the taxable year as the average percentage of net 
income to invested capital, for the prewar period, of corporations engaged 
in a trade or business of the same general class as that conducted by the 
taxpayer ; but such amount shall in no case be less than 10 per centum of 
the invested capital of the taxpayer for the taxable year. Such average 
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percentage shall be determined by the commissioner on the basis of data 
contained in returns made under title II of the revenue act of 1917, and 
the average known as the median shall be used. If such average per- 
centage has not been determined and published at least 30 days prior to 
the time when the return of the taxpayer is due, then for purposes of such 
return 10 per centum shall be used in lieu thereof ; but such average per- 
centage when determined shall be used for the purposes of section 250 
in determining the correct amount of the tax. 

(d) The war-profits credit shall be determined in the manner provided 
in subdivision (b) instead of in the manner provided in subdivision (c), 
in the case of any corporation which was not in existence during the 
whole of at least one calendar year during the prewar period, if (1) a 
majority of its stock at any time during the taxable year is owned or con- 
trolled, directly or indirectly, by a corporation which was in existence 
during the whole of at least one calendar year during the prewar period, 
or if (2) 50 per centum or more of its gross income (as computed under 
section 233 for income tax purposes) consists of gains, profits, commis- 
sions, or other income, derived from a government contract or contracts 
made between April 6, 1917, and November 11, 1918, both dates inclusive. 

(e) A foreign corporation shall not be entitled to a specific exemption 
of $3,000. 

Sec. 312. That the excess-profits credit shall consist of a specific ex- 
emption of $3,000 plus an amount equal to 8 per centum of the invested 
capital for the taxable year. 

A foreign corporation shall not be entitled to the specific exemption of 
$3,000. 

Part IV.— Net Income 

Sec. 320. (a) That for the purpose of this title the net income of a 
corporation shall be ascertained and returned — 

(1) For the calendar years 1911 and 1912 upon the same basis and 
in the same manner as provided in section 38 of the act entitled ''An act 
to provide revenue, equalize duties, and encourage the industries of the 
United States, and for other purposes," approved August 5, 1909, except 
that taxes imposed by such section and paid by the corporation within 
the year shall be included ; 

(2) For the calendar year 1913 upon the same basis and in the same 
manner as provided in Section II of the act entitled "An act to reduce 
tariff duties and to provide revenue for the government, and for other 
purposes," approved October 3, 1913, except that taxes imposed by section 
38 of such act of August 5, 1909, and paid by the corporation within the 
year shall be included, and except that the amounts received by it as divi- 
dends upon the stock or from the net earnings of other corporations 
subject to the tax imposed by section II of such act of October 3, 1913, 
shall be deducted ; and 

(3) For the taxable year upon the same basis and in the same manner 
as provided for income tax purposes in title II of this act. 

217 



Digitized by CjOOQIC 



The Journal of Accountancy 

(b) The average net income for the prewar period shall be determined 
by dividing the number of years within that period during the whole of 
which the corporation was in existence into the sum of the net income 
for such years, even though there may have been no net income for one 
or more of such years. 

Part V.— Invested Capital. 

Sec. 325. (a) That as used in this title — 

The term "intangible property" means patents, copyrights, secret pro- 
cesses and formulae, good will, trade-marks, trade-brands, franchises, and 
other like property; 

The term "tangible property" means stocks, bonds, notes, and other 
evidences of indebtedness, bills and accounts receivable, leaseholds, and 
other property other than intangible property; 

The term "borrowed capital" means money or other property borrowed, 
whether represented by bonds, notes, open accounts, or otherwise ; 

The term "inadmissible assets" means stocks, bonds, and other obliga- 
tions (other than obligations of the United States), the dividends or inter- 
est from which is not included in computing net income, but where the 
income derived from such assets consists in part of gain or profit derived 
from the sale or other disposition thereof, or where all or part of the 
interest derived from such assets is in effect included in the net income 
because of the limitation on the deduction of interest under paragraph 
(2) of subdivision (a) of section 234, a corresponding part of the capital 
invested in such assets shall not be deemed to be inadmissible assets; 

The term "admissible assets" means all assets other than inadmissible 
assets, valued in accordance with the provision of subdivision (a) of sec- 
tion 326, section 330, and section 331. 

(b) For the purposes of this title, the par value of stock or shares shall, 
in the case of stock or shares issued at a nominal value or having no par 
value, be deemed to be the fair market value as of the date or dates of 
issue of such stock or shares. 

Sec. 326. (a) That as used in this title the term "invested capital" for 
any year means (except as provided in subdivisions (b) and (c) of this 
section) : 

(1) Actual cash bona fide paid in for stock or shares; 

(2) Actual cash value of tangible property, other than cash, bona fide 
paid in for stock or shares, at the time of such payment, but in no case 
to exceed the par value of the original stock or shares specifically issued 
therefor, unless the actual cash value of such tangible property at the time 
paid in is shown to the satisfaction of the commissioner to have been 
clearly and substantially in excess of such par value, in which case such 
excess shall be treated as paid-in surplus : provided, that the commissioner 
shall keep a record of all cases in which tangible property is included in 
invested capital at a value in excess of the stock or shares issued therefor, 
containing the name and address of each taxpayer, the business in which 
engaged, the amount of invested capital and net income shown by the 
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return, the value of the tangible property at the time paid in, the par 
value of the stock or shares specifically issued therefor, and the amount 
included under this paragraph as paid-in surplus. The commissioner 
shall furnish a copy of such record and other detailed information with 
respect to such cases when required by resolution of either house of con- 
gress, without regard to the restrictions contained in section 257; 

(3) Paid-in or earned surplus and undivided profits; not including 
surplus and undivided profits earned during the year; 

(4) Intangible property bona fide paid in for stock or shares prior to 
March 3, 1917, in an amount not exceeding (a) the actual cash value of 
such property at the time paid in, (b) the par value of the stock or 
shares issued therefor, or (c) in the aggregate 25 per centum of the par 
value of the total stock or shares of the corporation outstanding on March 
3, 1917, whichever is lowest ; 

(5) Intangible property bona fide paid in for stock or shares on or 
after March 3, 1917, in an amount not exceeding (a) the actual cash 
value of such property at the time paid in, (b) the par value of the stock 
or shares issued therefor, or (c) in the aggregate 25 per centum of the 
par value of the total stock or shares of the corporation outstanding at 
the beginning of the taxable year, whichever is lowest: provided, that in 
no case shall the total amount included under paragraphs (4) and (5) 
exceed in the aggregate 25 per centum of the par value of the total stock 
or shares of the corporation outstanding at the beginning of the taxable 
year; but 

(b) As used in this title the term "invested capital" does not include 
borrowed capital. 

(c) There shall be deducted from invested capital as above defined a 
percentage thereof equal to the percentage which the amount of inadmis- 
sible assets is of the amount of admissible and inadmissible assets held 
during the taxable year. 

(d) The invested capital for any period shall be the average invested 
capital for such period, but in the case of a corporation making a return 
for a fractional part of a year, it shall (except for the purpose of para- 
graph (2) of subdivision (a) of section 311) be the same fractional part 
of such average invested capital. 

The average invested capital for the prewar period shall be determined 
by dividing the number of years within that period during the whole of 
which the corporation was in existence into the sum of the average in- 
vested capital for such years. 

Sec. 327. That in the following cases the tax shall be determined as 
provided in section 328: 

(a) Where the commissioner is unable to determine the invested capi- 
tal as provided in section 326; 

(b) In the case of a foreign corporation ; 

(c) Where a mixed aggregate of tangible property and intangible 
property has been paid in for stock or for stock and bonds and the com- 
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missioner is unable satisfactorily to determine the respective values of 
the several classes of property at the time of payment, or to distinguish 
the classes of property paid in for stock and for bonds, respectively; 

(d) Where upon application by the corporation the commissioner finds 
and so declares of record that the tax if determined without benefit of 
this section would, owing to abnormal conditions affecting the capital or 
income of the corporation, work upon the corporation an exceptional 
hardship evidenced by gross disproportion between the tax computed 
without benefit of this section and the tax computed by reference to the 
representative corporations specified in section 328. This subdivision shall 
not apply to any case (1) in which the tax (computed without benefit of 
this section) is high merely because the corporation earned within the 
taxable year a high rate of profits upon a normal invested capital nor 
(2) in which 50 per centum or more of the gross income of the corpora- 
tion for the taxable year (computed under section 233 or title II) con- 
sists of gains, profits, commissions, or other income, derived on a cost- 
plus basis from a government contract or contracts made between April 
6, 1917, and November 11, 1918, both dates inclusive. 

Sec. 328. (a) In the cases specified in section 327 the tax shall be the 
amount which bears the same ratio to the net income of the taxpayer (in 
excess of the specific exemption of $3,000) for the taxable year, as the 
average tax of representative corporations engaged in a like or similar 
trade or business, bears to their average net income (in excess of the 
specific exemption of $3,000) for such year. In the case of a foreign 
corporation the tax shall be computed without deducting the specific ex- 
emption of $3,000 either for the taxpayer or the representative corpora- 
tions. 

In computing the tax under this section the commissioner shall com- 
pare the taxpayer only with representative corporations whose invested 
capital can be satisfactorily determined under section 326 and which are, 
as nearly as may be, similarly circumstanced with respect to gross income, 
net income, profits per unit of business transacted and capital employed, 
the amount and rate of war profits or excess profits, and all other rele- 
vant facts and circumstances. 

(b) For the purposes of subdivision (a) the ratios between the average 
tax and the average net income of representative corporations shall be 
determined by the commissioner in accordance with regulations prescribed 
by him with the approval of the secretary. 

In cases in which the tax is to be computed under this section, if the 
tax* as computed without the benefit of this section is less than 50 per 
centum of the net income of the taxpayer, the installments shall in the 
first instance be computed upon the basis of such tax; but if the tax 
so computed is 50 per centum or more of the net income, the installments 
shall in the first instance be computed upon the basis of a tax equal to 
50 per centum of the net income. In any case, the actual ratio when 
ascertained shall be used in determining the correct amount of the tax. 
If the correct amount of the tax when determined exceeds 50 per centum 
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of the net income, any excess of the correct installments over the amounts 
actually paid shall on notice and demand be paid together with interest 
at the rate of $4 of 1 per centum per month on such excess from the time 
the installment was due. 

(c) The commissioner shall keep a record of all cases in which the 
tax is determined in the manner prescribed in subdivision (a), containing 
the name and address of each taxpayer, the business in which engaged, 
the amount of invested capital and net income shown by the return, and 
the amount of invested capital as determined under such subdivision. 
The commissioner shall furnish a copy of such record and other detailed 
information with respect to such cases when required by resolution of 
either house of congress, without regard to the restrictions contained in 
section 257. 

Part VI. — Reorganizations. 

Sec. 530. That in the case of the reorganization, consolidation, or 
change of ownership after January 1, 1911, of a trade or business now 
carried on by a corporation, the corporation shall for the purposes of this 
title be deemed to have been in existence prior to that date, and the net 
income and invested capital of such predecessor trade or business for all 
or any part of the prewar period prior to the organization of the cor- 
poration now carrying on such trade or business shall be deemed to have 
been the net income and invested capital of such corporation. 

If such predecessor trade or business was carried on by a partnership 
or individual the net income for the prewar period shall, under regulations 
prescribed by the* commissioner with the approval of the secretary, be 
ascertained and returned as nearly as may be upon the same basis and in 
the same manner as provided for corporations in title II, including a 
reasonable deduction for salary or compensation to each partner or the 
individual for personal services actually rendered. 

In the case of the organization as a corporation before July 1, 1919, 
of any trade or business in which capital is a material income-producing 
factor and which was previously owned by a partnership or individual, 
the net income of such trade or business from January 1, 1918, to the 
date of such reorganization may at the option of the individual or part- 
nership be taxed as the net income of a corporation is taxed under titles 
II and III; in which event the net income and invested capital of such 
trade or business shall be computed as if such corporation had been in 
existence on and after January 1, 1918, and the undistributed profits or 
earnings of such trade or business shall not be subject to the surtax" im- 
posed in section 211, but amounts distributed on or after January 1, 1918, 
from the earnings of such trade or business shall be taxed to the re- 
cipients as dividends, and all the provisions of titles II and III relating 
to corporations shall, so far as practicable, apply to such trade or business : 
provided, that this paragraph shall not apply to any trade or business the 
net income of which for the taxable year 1918 was less than 20 per cen- 
tum of its invested capital for such year: provided further, that any tax- 
payer who takes advantage of this paragraph shall pay the tax imposed 
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by section 1000 of this act and by the first subdivision of section 407 
of the revenue act of 1916, as if such taxpayer had been a corporation on 
and after January 1, 1918, with a capital stock having no par value. 

If any asset of the trade or business in existence both during the 
taxable year and any prewar year is included in the invested capital for 
the taxable year but is not included in the invested capital for such prewar 
year, or is valued on a different basis in computing the invested capital 
for the taxable year and such prewar year, respectively, then under rules 
and regulations to be prescribed by the commissioner, with the approval 
of the secretary, such readjustments shall be made as are necessary to 
place the computation of the invested capital for such prewar year on the 
basis employed in determining the invested capital for the taxable year. 

Sec. 331. In the case of the reorganization, consolidation, or change of 
ownership of a trade or business, o rchange of ownership of property after. 
March 3, 1917, if an interest or control in such trade or business or prop- 
erty of 50 per centum or more remains in the same persons, or any of them, 
then no asset transferred or received from the previous owner shall, for 
the purpose of determining invested capital, be allowed a greater value 
than would have been allowed under this title in computing the invested 
capital of such previous owner if such asset had not been so transferred 
or received : provided, that if such previous owner was not a corporation, 
then the value of any asset so transferred or received shall be taken at its 
cost of acquisition (at the date when acquired by such previous owner) 
with proper allowance for depreciation, impairment, betterment or de- 
velopment, but no addition to the original cost shall be made for any 
charge or expenditure deducted as expense or otherwise on or after 
March 1, 1913, in computing the net income of such previous owner for 
purposes of taxation. 

Part VII.— Miscellaneous. 

Sec. 335. (a) That if a corporation (other than a personal service 
corporation) makes return for a fiscal year beginning in 1917 and ending 
in 1918, the tax for the first taxable year under this title shall be the sum 
of: (1) the same proportion of a tax for the entire period computed un- 
der title II of the revenue act of 1917 which the portion of such period 
falling within the calendar year 1917 is of the entire period, and (2) the 
same proportion of a tax" for the entire period computed under this title 
at the rates specified in subdivision (a) of section 301 which the portion 
of such period falling within the calendar year 1918 is of the entire period. 

Any amount heretofore or hereafter paid on account of the tax im- 
posed for such fiscal year by title II of die revenue act of 1917 shall be 
credited toward the payment of the tax imposed for such fiscal year by 
this title, and if the amount so paid exceeds the amount of the tax im- 
posed by this title, the excess shall be credited or refunded to the corpo- 
ration in accordance with the provisions of section 252. 

(b) If a corporation makes return for a fiscal year beginning in 1918 
and ending in 1919, the tax for such fiscal year under this title shall be 
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the sum of: (1) the same proportion of a tax for the entire period com- 
puted under subdivision (a) of section 301 which the portion of such 
period falling within the calendar year 1918 is of the entire period, and 
(2) the same proportion of a tax for the entire period computed under 
subdivision (b) or (c) of section 301 which the portion of such period 
falling within the calendar year 1919 is of the entire period. 

(c) If a partnership or a personal service corporation makes return 
for a fiscal year beginning in 1917 and ending in 1918, it shall pay the 
same proportion of a tax for the entire period computed under title II of 
the revenue act of 1917 which the portion of such period falling within 
the calendar year 1917 is of the entire period. 

Any tax paid by a partnership or personal service corporation for any 
period beginning on or after January 1, 1918, shall be immediately re- 
funded to the partnership or corporation as a tatf erroneously or illegally 
collected. 

Sec. 336. That every corporation, not exempt under section 304, shall 
make a return for the purposes of this title. Such returns shall be made, 
and the taxes imposed by this title shall be paid, at the same times and 
places, in the same manner, and subject to the same conditions, as is pro- 
vided in the case of returns and payment of income tax by corporations 
for the purposes of title II, and all the provisions of that title not inap- 
plicable, including penalties, are hereby made applicable to the taxes im- 
posed by this title. 

Sec. 337. That in the case of a bona fide sale of mines, oil or gas wells, 
or any interest therein, where the principal value of the property has been 
demonstrated by prospecting or exploration and discovery work done by 
the taxpayer, the portion of the tax imposed by this title attributable to 
such sale shall not exceed 20 per centum of the selling price of such prop- 
erty or interest. 

TITLE XIV.— GENERAL PROVISIONS. 
Sec. 1400. (a) That the following parts of acts are hereby repealed, 
subject to the limitations provided in subdivision (b) : 

(1) The following titles of the revenue act of 1916: 
Title I (called "income tax") ; 

Title II (called "estate tax") ; 

Title III (called "munitions manufacturers' tax"), as amended; 

Title IV (called "miscellaneous taxes"). 

(2) The following parts of the act entitled "An act to provide increased 
revenue to defray the expenses of the increased appropriations for the 
army and navy and the extensions of fortifications, and for other pur- 
poses/' approved March 3, 1917 : 

Title III (called "estate tax") ; 

Section 402 (called "returns of dividends"). 

(3) The following titles of the revenue act of 1917 : 
Title I (called "war income tax") ; 

Title II (called "war excess-profits tax") ; 
Title III (called "war tax on beverages") ; 
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Title IV (called "war tax on cigars, tobacco, and manufactures 
thereof") ; 

Title V (called "war tax on facilities furnished by public utilities, and 
insurance") ; 

Title VI (called "war excise taxes") ; 

Title VII (called "war tax' on admissions and dues") ; 

Title VIII (called "war stamp taxes") ; 

Title IX (called "war estate tax") ; 

Title X (called "administrative provisions") ; 

Title XII (called "income tax* amendments"). 

(b) Such parts of acts shall remain in force for the assessment and 
collection of all taxes which have accrued thereunder, and for the imposi- 
tion and collection of all penalties or forfeitures which have accrued and 
may accrue in relation to any such taxes, and except that the unexpended 
balance of any appropriation heretofore made and now available for the 
administration of any such part of an act shall be available for the ad- 
ministration of this act or the corresponding provision thereof: provided, 
that, except as otherwise provided in this act, no taxes shall be collected 
under title I of the revenue act of 1916 as amended by the revenue act of 
1917, or title I or II of the revenue act of 1917, in respect to any period 
after December 31, 1917: provided further, that the assessment and col- 
lection of all estate taxes and the imposition and collection of all penal- 
ties or forfeitures, which have accrued under title II of the revenue act 
of 1916 as amended by the act entitled "An act to provide increased reve- 
nue to defray the expenses of the increased appropriations for the army 
and navy and the extensions of fortifications, and for other purposes," 
approved March 3, 1917, or title IX of the revenue act of 1917, shall be 
according to the provisions of title IV of this act. 

In the case of any tax imposed by any part of an act herein repealed, 
if there is a tax imposed by this act in lieu thereof, the provision impos- 
ing such tax shall remain in force until the corresponding tax under this 
act takes effect under the provisions of this act 

Title I of the revenue act of 1916 as amended by the revenue act of 
1917 shall remain in force for the assessment and collection of the in- 
come tax in Porto Rico and the Philippine Islands, except as may be 
otherwise provided by their respective legislatures. 

Sec. 1401. That section 1100 of the revenue act of 1917 is hereby re- 
pealed, to take effect on July 1, 1919, and thereafter the rate of postage 
on all mail matter of the first class shall be the same as the rate in force 
on October 2, 1917: provided, that letters written and mailed by soldiers, 
sailors, and marines assigned to duty in a foreign country engaged in the 
present war may be mailed free of postage, subject to such rules and 
regulations as may be prescribed by the postmaster general. 

Section 1107 of such act is hereby repealed, to take effect July 11, 
1019. 

Sec. 1402. That if any clause, sentence, paragraph, or part of this act 
shall for any reason be adjudged by any court of competent jurisdiction 
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to be invalid, such judgment shall not affect, impair, or invalidate the re- 
mainder of this act, but shall be confined in its operation to the clause, sen- 
tence, paragraph, or part thereof directly involved in the controversy in 
which such judgment has been rendered. 

Sec. 1403. That the revenue act of 1916 is hereby amended by adding 
at the end thereof a section to read as follows : 

"Sec. 903. That this act may be cited as the 'revenue act of 1916/ " 

Sec. 1404. That the revenue act of 1917 is hereby amended by adding 
at the end thereof a section to read as follows : 

"Sec. 1303. That this act may be cited as the 'revenue act of 1917/ " 

Sec. 1405. That this act may be cited as the "revenue act of 1918/' 

Sec 1406. That all persons serving in the military or naval forces of 
the United States during the present war who have, since April 6, 1917, 
resigned or been discharged under honorable conditions (or, in the case 
of reservists, been placed on inactive duty), or who at any time hereafter 
(but not later than the termination of the current enlistment or term of 
service) in the case of the enlisted personnel and female nurses, or within 
one year after the termination of the present war in the case of officers, 
may resign or be discharged under honorable conditions (or, in the case 
of reservists, be placed on inactive duty), shall be paid, in addition to all 
other amounts due them in pursuance of law, $60 each. 

This amount shall not be paid (1)) to any person who though ap- 
pointed or inducted into the military or naval forces on or prior to No- 
vember 11, 1918, had not reported for duty at his station on or prior to 
such date; or (2) to any person who has already received one month's 
pay under the provisions of section 9 of the act entitled "An act to autho- 
rize the president to increase temporarily the military establishment of 
the United States," approved May 18, 1917; or (3) to any person who 
is entitled to retired pay; or (4) to the heirs or legal representatives of 
any person entitled to any payment under this section who has died or 
may die before receiving such pyament. In the case of any person who 
subsequent to separation from the service as above specified has been 
appointed or inducted into the military or naval forces of the United 
States and has been or is again separated from the service as above speci- 
fied, only one payment of $60 shall be made. 

The above amount, in the case of separation from the service on or 
prior to the passage of this act, shall be paid as soon as practicable after 
the passage of this act, and in the case of separation from service after 
the passage of this act shall be paid at the time of such separation. 

The amounts herein provided for shall be paid out of the appropria- 
tions for "pay of the army* and "pay of the navy," respectively, by such 
disbursing officers as may be designated by the secretary of war and the 
secretary of the navy. 

The secretary of war and the secretary of the navy respectively shall 
make all regulations necessary for the enforcement of the provisions of 
this section. 
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Sec. 1407. That the provisions of section 5 of the act entitled "An act 
making appropriations for the service of the post office department for 
the fiscal year ending June 30, 1918, and for other purposes," approved 
March 3, 1917, relating to intoxicating liquors in interstate commerce, as 
amended by section 1110 of an act entitled "An act to provide revenue to 
defray war expenses and for other purposes/' approved October 3, 1917, 
be, and the same are hereby, made applicable to the District of Columbia. 

Sec 1406. That every person who on or after April 6, 1917, has entered 
into any contract, undertaking, or agreement with the United States, or 
with any department, bureau, officer, commission, board, or agency under 
the United States or acting in its behalf, or with any other person having 
contract relations with the United States, for the performance of any 
work or the supplying of any materials or property for the use of or for 
the account of the United States, shall, within thirty days after a request 
of the commissioner therefor, file with the commissioner a true and cor- 
rect copy of every such contract, undertaking, or agreement. 

Whoever fails to comply with such request of the commissioner shall 
be guilty of a misdemeanor and shall be punished by a fine of not more 
than $1,000, or by imprisonment for not more than one year, or both. 

The commissioner shall (when not violative of the technical military 
or naval secrets of the government) have access to all information and 
data relating to any such contract, undertaking, or agreement, in the pos- 
session, control or custody of any department, bureau, board, agency, 
officer or commission of the United States and may call upon any such 
department, bureau, board, agency, officer or commission for a full state- 
ment and description of any allowance for amortization, obsolence, depre- 
ciation or loss, or of any valuation, appraisal, adjustment or final settle- 
ment, made in pursuance of any such contract, undertaking, or agreement. 

Sec. 1409. That unless otherwise herein specially provided, this act 
shall take effect on the day following its passage. 
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Edited by Seymour Walton, C.P.A. 

(Assisted by H. A. Finney, C.P.A.) 

Institute Examination 

November, 1918 

In regard to the following attempt to present the correct solutions to 
the questions asked in the examination held by the American Institute of 
Accountants in November, 1918, the reader is cautioned against accepting 
the solutions as official. They have not been seen by the examiners — 
still less endorsed by them. 

ACCOUNTING THEORY AND PRACTICE 
PART II 
Question i: 

Mention and explain two common views concerning the treatment of 
donated capital stock. 
Answer: 

Two reasons may be mentioned for the donation of stock by the stock- 
holders of a corporation : (a) for the purpose of providing working capi- 
tal with which to carry on the business; and (b) to cover losses that have 
been incurred and thus to wipe out a deficit, or to change it into a sur- 
plus. The object for which the donation is made should govern the 
treatment 

(a) When a mine, a plantation for a prospective fruit ranch or some 
similar property is sold by a promoter to a corporation, it is quite common 
to issue to the promoter the entire capital stock of the corporation in 
full payment for the property. As the corporation would then have no 
means of raising money for the purpose of developing the property, and 
as the promoter's stock is of no value unless the property is developed, 
the promoter donates to the corporation part, usually half, of his stock 
to be sold for the purpose of providing working capital. As the stock 
was fully paid by the transfer of the property, it is legitimate to charge 
it to treasury stock, which can be sold at less than par without making 
the purchaser liable for the discount. 

If the property acquired with the stock were really worth in cash the 
par value of the stock, this donation would represent a real profit and 
would be a legitimate credit to surplus. It is evident that such is not the 
case, because the promoter by his relinquishment of half of the stock 
acknowledges that the price was excessive. However, it will ndt do to 
credit the donated stock to the property account, because that would be 
to put on record the fact that the property was worth only part of what 
was paid for it. To avoid this, and also to designate the purpose for 
which the stock was donated, the proper credit is to donated working 
capital. 

If the treasury stock is sold at a discount, the discount is eventually 
charged against donated working capital account. This will leave that 
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account with a credit balance equal to the cash received for the stock 
when it is all sold. This balance can be transferred to the credit of the 
property account, the latter account having been charged with the real 
assets and the development expenses paid for out of the proceeds of the 
treasury stock. 

(b) When a business has been run at a loss for a time, but is showing 
signs of coming prosperity, the stockholders may agree to an assessment 
which will be an out-and-out gift and therefore a profit. This gift may 
be in stock to be sold, if the business needs ready money, or to be held 
as treasury stock until a time when the operating profits will justify the 
return of the stock by a stock dividend. As the object of the donation 
was to make good the previous deficit, the credit is properly to deficit 
account. If the donation is large enough to create a credit balance in 
deficit account, it will, of course, be transferred to surplus. 
Question 2: 

What is the status of a company in the hands of the alien property 
custodian with regard to the capital stock tax as required by the revenue 
act of September 8, 1916? 
Answer: 

A company in the hands of the alien property custodian would not be 
subject to the capital stock tax. This tax is imposed "with respect to the 
carrying on or doing business" by a corporation. It has been officially 
ruled that a corporation all of whose property and business is operated 
by or in the hands of the alien property custodian is not doing business. 
Question 3: 

A manufacturing concern having several branch office* for the sale of 
its product is in the habit of billing the branches at the wholesale price 
and expects each branch to show a profit. A balance-sheet is prepared 
in which the current accounts with the branches (after closing out their 
profits and losses into head office) are carried as accounts receivable. 
These branches carry a considerable stock of merchandise and have their 
own accounts receivable and possibly some outstanding accounts payable, 
How would the above balance-sheet have to be modified in order to show 
correctly the financial condition of the business? 
Answer: 

Carrying the debit balances of branch offices as accounts receivable of 
the head office is entirely wrong. The expression "accounts receivable" 
is always used to designate customers to whom goods have been sold in 
regular course of business. A branch office is not a customer, it is part 
of the main concern, and its assets and liabilities are those of the head 
office itself and should be so shown on the balance-sheet. They may be 
combined with the corresponding accounts of the head office or shown 
separately. Thus the merchandise may be included in the total merchan- 
dise on hand or may appear as an addition to the head office inventory 
thus: 

Inventory, head office xxxxxx 

Inventory at branches xxxxxx 

xxxxxxxxx 
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The valuation must be at cost— not at the wholesale selling price. 

While it makes no difference in the net worth of the whole business, 
the inclusion of branch balances among the accounts receivable gives a 
wrong idea of the financial condition. Accounts of customers are sup- 
posed to be extremely quick assets. To include inventories with them 
is to give an erroneous impression of the ability of the business in regard 
to quickly available cash resources. In addition, there are still selling 
expenses to be incurred before the branch merchandise can be converted 
into true accounts receivable, not to mention the overvaluation. 
Question 4: 

(a) What items do you consider should be charged or credited direct 
to surplus? 

(b; Would you regularly make small adjustments of subsequently 
discovered errors through this account? 

(c) Is the balance at credit of surplus ever in any circumstances a 
liability, and, if so, to whom? 
Answer: 

(a) Those items which are not part of the regular, normal conduct 
of a business at any time, or, although of an ordinarily normal nature, 
are not applicable to the business of the current year, 

In the first category fall such items as a loss by fire and the profit or 
loss consequent upon the sale of a fixed asset. The object of the profit 
and loss account is the determination of the amount of the net profit of 
a concern conducting a business of a certain character. If such a concern 
credits profit and loss with the gain on a piece of real estate sold, it has 
falsified the record and has destroyed the basis of comparison between 
the profits of different years. 

In the second category fall those items that are corrections of erro- 
neous charges or credits to profit and loss in previous years. As these 
errors affected the final net credit to surplus in the years in which they 
occurred, it follows that the present surplus is larger or smaller in con- 
sequence and therefore is the account to be corrected. 

(b) If the items are few in number and trivial in size, one could not 
be very severely blamed for letting them appear in the current accounts. 
In the interest of exact statistics, errors that are of any importance should 
be adjusted through a surplus adjustment account, by the aid of which 
exact statements of the transactions of previous years may be prepared 
by recasting the previous statements. 

(c) The balance at the credit of surplus can be considered a liability 
of the business to the stockholders who own the business, but only by 
those who claim that the business may be treated as distinct from the 
capital that owns it Capital, including surplus, is a liability only in the 
sense that after all the outside liabilities are paid, capital can claim pay- 
ment of what is left 

Question 5: 

Give some idea of what taxes you would charge against income and 
what against surplus. Of the former, which, if any, would you take "up 
into manufacturing costs? What provision, if any, would you make fpr 
income and excess profits taxes in closing accounts before the passing of 
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a pending act levying these taxes, either in general circumstances or when 
profits are partly divisible under some special contract or arrangement? 
Answer: 

If a reserve for taxes levied for the previous year, but apt payable 
until the current year, was not set up at the close of that previous year, 
the tax when paid should be charged to surplus, and at the end of the 
current year a reserve should be set up for accrued taxes by a charge 
against income. 

Real estate taxes on the factory, when it is owned by the business, 
should be charged as an overhead manufacturing cost. It is necessary 
that a factory should occupy land and buildings, therefore all the essen- 
tial expenses of owning and maintaining them are part of the cost of the 
processes carried on in the buildings. 

Personal property taxes should be considered a general or financial 
expense. Federal taxes are deductions from income, not chargeable as 
operating expenses, but are debited to profit and loss after the operating 
profit has been determined. However, income and excess profit taxes 
may be considered as disposition of profits and may then be charged to 
surplus. This is on the theory that the government is a preferred partner 
in the profits only, and that the tax is its preferred dividend. 

If the amount of a tax that has accrued is not known when the accounts 
are closed, an estimate should be made of the probable amount, based on 
the indications that may be available as to the rate that may be finally 
adopted. If profits are partly divisible under some special contract, the 
amount must be agreed upon by all parties in interest, but a better plan 
would be to divide the profits after allowing for the highest possible tax, 
and then to adjust the division later, when the actual tax is known. 
Question 6: 

Give some principles to determine a proper disposition of the cost of 
enlarging a plant, including a partial re-building of the old portion. 

In case you have insufficient data to enable you to apply these princi- 
ples satisfactorily, offer some solution of the difficulty. 
Answer: 

All the cost of enlarging the plant should be charged to plant account, 
as the new construction is equivalent to building a new addition to it, 
increasing its intrinsic value to the extent of its cost. 

The cost of re-building part of the old portion should be charged to 
reserve for depreciation to the extent that it is an exact reproduction. Any 
extra cost, constituting additional value, should be charged to plant 
account. The best way to accomplish this is to charge the new construc- 
tion to plant, and then to credit plant and charge reserve for depreciation 
with the cost of the replaced portion. 

If the payrolls, material vouchers and other data are not such as to 
make it possible to determine from them the cost of the new and the 
replacement work respectively, I would have to rely on the best judgment 
of the persons who superintended the work. If an architect were em- 
ployed or if one contractor did all the work, the opinion of either of 
them would be conclusive. 

230 



Digitized by CjOOQIC 



Students' Department 

Question 7: 

What are the distinguishing characteristics of the "corporation" as 
compared with other forms of business organization? What privileges 
does it carry and what, if any, are its disadvantages? 

Answer: 

The two questions can be answered at the same time. 
Advantages of incorporating. 

(a) Limited liability. In a partnership, each partner is liable for the 
partnership debts to the full extent of his private fortune. In a corpora- 
tion, the general rule is that the corporation's creditors must look to the 
corporation's assets for the payment of their claims, and the stockholder 
is thus liable to lose only the amount of his investment There are some 
exceptions to this general rule. 

(b) Continuous life. A partnership is automatically dissolved by the 
death or insolvency of any partner. A partner cannot sell his interest 
in the business without the consent of the other partners, and an attempted 
sale dissolves the partnership. If a partnership is for a fixed period, no 
partner has the right to withdraw before the end of the period, but he 
has the power to do so and may exercise this power, even in the absence 
of right, and so dissolve the partnership, rendering himself liable for 
damages. 

A corporation, on the other hand, continues its existence without regard 
to the condition or personnel of its stockholders, until it is terminated 
by expiration of the period for which it was incorporated, by voluntary 
dissolution, by judicial action or by forfeiture of its charter. 

(c) Legal entity. The law does not recognize the existence of a part- 
nership as an entity apart from the partners who compose it. Therefore 
in suing or being sued, the partners must be treated as individuals doing 
business under a firm name. Since a partner cannot be both plaintiff and 
defendant in the same suit, a partnership cannot sue one of its partners, 
nor can a partner sue the partnership. A corporation, being a separate 
legal entity, can sue or be sued in its own name, either by outsiders or by 
its own stockholders. 

(d) Availability. The holder of shares in a corporation can readily 
dispose of them by sale or will, without the consent of the other holders, 
except in the case of a pooling agreement. He can also use them as col- 
lateral for loans without prejudice to the business. A member of a firm 
can realize on his investment only by winding up the business, or by obtain- 
ing the consent of the other partners to a sale of his interest. 

(e) Larger capital. The use of the corporate form provides for in- 
creased capital by the sale of shares to outside investors, who may be will- 
ing to risk definite sums but would not be willing to assume the indefinite 
risk involved in a general partnership. 

(f) Ease of management In a partnership, unless the rule is modi- 
fied by agreement, all partners have a right to equal participation in the 
management of the business, and there is no well defined method of en- 
forcing the will of the majority. Hence there is liable to be dissension and 

231 



Digitized by CjOOQIC 



The Journal of Accountancy 

dispute, and, in the case of an even number of partners, there may be a 
deadlock which it will be impossible to break. Each partner has implied 
legal authority to bind the partnership in matters within the scope of the 
partnership business, and this authority has frequently operated to the 
disadvantage of a firm. 

Stockholders have no authority to bind the corporation. Their only 
control lies in the election of a board of directors and a review of its 
activities. The corporation is managed by the directors, who meet period- 
ically to outline the general policy of the business, and in the meantime 
delegate the actual conduct of affairs to a president and other officers 
with definite powers, their action being subject to supervision by the 
stockholders at their annual meeting. This delegation of definite authority 
tends to eliminate the friction and the hazard which prevail in partnership 
management 

Disadvantages of incorporating. Some of these are: 

(a) Less freedom of action. In case of a contingency arising when 
prompt action is necessary, partners can decide on what should be done 
without any delay, while in a corporation it may be necessary to call a 
formal meeting of the board of directors after due notice to each member. 

(b) Restrictions as to character of business. A corporation is re- 
stricted to the kind of business which it was given authority under its 
charter to carry on, while a partnership can conduct any legal business and 
can change from one business to another without consulting the state 
officers. 

(c) Restrictions as to capital. A partnership may change its capital 
at will by investments and withdrawals, the drawing of profits being ac- 
complished without restriction or formality. A corporation can .increase 
or decrease its authorized capitalization only after compliance with the 
legal requirements of the jurisdiction in which it is incorporated. Divi- 
sion of assets among stockholders during the life of the corporation can 
be made only from accumulated profits and not from invested capital, and 
the distribution of profits must be preceded by a formal declaration of 
dividends. 

(d) Restrictions as to investments. In some states it is illegal for 
one corporation to invest in the stock of another corporation, or to acquire 
and hold its own stock as treasury stock, or to own real estate which is 
not required for the operation of its business. 

(c) Taxes and reports. The federal and state governments have been 
inclined to require corporations to make compensation for their peculiar 
privileges by the payment of special taxes, among which are the organ- 
ization and franchise taxes, stock transfer taxes and the federal corpora- 
tion tax*. Moreover a close supervision has been maintained over corpo- 
rate activities through the medium of extensive reports. 

Question 8: 

There is a confusion in the minds of many people between statements 
of "revenue and expense" on the one hand and of "receipts and payments" 
on the other hand. Discuss the distinctive features of such statements 
showing wherein they differ. 
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Answer: 

Revenue, or income represents a clear gain in value, whether received 
at present or to be received in the future, provided its eventual receipt is 
reasonably certain. It includes the gain from all sources, whether col- 
lected or not, even if accrued only but not yet due. Expense includes 
everything which tends to reduce value or create loss, whether paid or 
not, even if accrued but not yet due, or only estimated, as in the case of 
depreciation for which allowance is made. 

Receipts include only those items which have been collected in cash. 
Not only may they include items of a capital nature which have no effect 
on profits or losses, but also items which do not belong to the period for 
which the accounts are being made up and are merely the collection of 
items which have come over from a previous period. In the same way 
payments may represent disbursement of cash for capital assets and for 
expenses which are for the benefit of a subsequent period. Neither receipts 
nor payments include items that are accrued only, nor those which are 
estimated. 

Question p; 

Can you suggest any circumstances in which goodwill would appear in 
the books of a partnership? 

Answer: 

Goodwill may appear on the books of a partnership when one partner 
retires from the firm and is paid a sum in addition to the book value of 
his interest This additional amount may be charged to goodwill as repre- 
senting the amount actually paid, or it may be taken as a measure of one 
partner's share and each of the remaining partners may be credited with 
a similar amount, which would also be charged to goodwill. The latter 
is seldom done as it puts too large an undesirable asset on the books. In 
fact, it is better to charge the amount paid to the retiring partner against 
the capital account of the remaining partners in their profit-sharing ratio, 
and avoid the use of goodwill entirely. 

It may also appear when a new partner is taken into a firm, the old 
partners being allowed a goodwill for the business they have built up. It 
should be credited to the old partners' capital accounts in their profit-shar- 
ing ratio, before the new partner pays in his capital. 

It may also appear when a firm sells its entire business to another firm 
or to a corporation for more than its book value. In order to divide the 
proceeds of the sale equitably between the partners, it is necessary to put 
the excess price on the books of the partnership, crediting the partners in 
their profit-sharing ratio, and thus reaching a basis for the division of 
the cash or stock received for the business. 

Question 10: 

A company makes machines of a highly technical nature which it rents 
out, but refuses to sell, to its customers. These machines, if kept in gopd 
order, are calculated to last almost indefinitely, but say for at least 20 
years. They are, on the other hand, liable to be superseded at any time 
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by new devices or methods. How would you treat the original capital 
value on the books of the company? (Assume that two years' rental would, 
in each case, liquidate the first cost.) 

Answer: 

Owing to the danger of supersession, the safest plan would be to credit 
all the rental from each machine to a reserve account for two years, so 
that its cost would be entirely taken up, and after that to credit all rental 
to profit and loss. This would result in the company's showing a deficit 
equal to all its expenses above manufacturing cost for two years on each 
successive lot of machines, before it would have any profits against which 
to charge these expenses, with a margin gradually to reduce the deficit 
This treatment would be too drastic to be satisfactory. It would be better 
to set up a reserve only after the expenses had been provided for, thus 
avoiding the deficit, but not allowing for any surplus for the first two years 
at least plus the time that it takes to overtake the general expenses. That 
is, if the general expenses were one-third of the manufacturing cost, it 
would take three years' rentals to clear the cost of a machine from the 
books. After the first set of machines was thus paid for, the subsequent 
output would be half paid for on the average, if the output was always 
steady. It is almost certain that, even if better new machines were de- 
vised at any time thereafter, this company would still be able to keep 
enough of its own machines rented to enable it to get out a good deal more 
than merely clear of loss. Because it would take time for competition to 
develop, the company would be safe in declaring dividends, even before 
payment for the first machines had been completed. 
Question n: 

What are the present requirements of the federal reserve banks in 
regard to the verification of the accounts of companies whose paper is 
submitted by member banks for rediscount? 

Answer: 

The requirements seem to differ in different districts. In one district 
the reserve bank does not require a copy of the statement furnished by 
the borrower to the member bank at the time the loan is made. This is 
subject to certain modifications when there is any particular reason for 
making a more thorough investigation. It is left to the member bank to 
exercise discretion because of its liability as an endorser when the redis- 
count is made. 

In another district the reserve bank requires a statement of the bor- 
rower's condition prepared by a certified public accountant. 

When not endorsed by a member bank, a trade acceptance or bill of 
exchange is not eligible for purchase by ihe reserve bank unless a satis- 
factory statement of one or more of the parties thereto has been fur- 
nished. However, this is beside the question, as paper submitted by 
member banks would be endorsed by them. 

The application made to the reserve bank by a member bank for re- 
discount of paper contains a column headed "Have you statement on file?" 
and a provision that the reserve bank reserves the privilege of asking for 
copies of financial statements where they are on file. Such statements 
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must be on file with respect to all notes which have been purchased from 
others than a depositor or a member bank. A blank form of statement is 
furnished to be used when required by the member bank or by the reserve 
bank but it is nowhere stated that this statement should be prepared or 
verified by a professional accountant This is true in at least one of the 
federal reserve districts, whatever may be the practice in others. 

Reply to Joseph Robinson. 

Since The Journal of Accountancy has given seven pages to Mr. 
Joseph Robinson in the December, 1918, number devoted to criticisms of 
this department, we feel that silence on our part might be construed into 
a confession that his strictures are just and that his arguments are well 
founded. 

The first subject he treats of is the celebrated Safety Razor Company 
and its subsidiaries. One of the peculiarities of this problem is the fre- 
quency with which persons who reason only from superficial analysis 
insist, like Mr. Robinson that the goodwill in the consolidated balance- 
sheet is $1,630,000, or $100,000 more than the goodwill allowed by us, cor- 
roborated by the excellent authority of A. E. Anderson and David 
Himmelblau. 

The problem is too long to reproduce here; therefore reference is made 
to it as it appears in the December number. The principal point at issue 
is the time at which the L. W. Company added $100,000 to the book value 
of 2,000 shares of the Steel Blade Company stock and credited surplus 
with a corresponding amount. The problem gives no hint as to the time, 
merely stating the fact that at December 31, 1912, the stock was carried 
at $400,000, but cost only $300,000. Confining ourselves entirely to the 
L. W. Company, the net assets which were purchased by the Safety Razor 
Company on March 31, 1912, were of course, represented by the L. W. 
capital stock of $400,000, its surplus of $605,000 and the profits since 
January 1, 1912, of $30,000, a total of $1,035,000. This would be real net 
assets if the write-up of the Steel Blade stock had not yet been made. Mr. 
Robinson assumes that it had been made, thereby reducing the actual assets 
acquired by the Safety Razor Company by $100,000 and consequently in- 
creasing the goodwill acquired, since the goodwill is the difference between 
the actual net assets acquired and the amount paid for the stock. 

Since the problem is silent as to the time, the question becomes one 
of probability. Mr. Robinson says that we have to use our imagination, 
but we prefer to think that an examination of the probabilities is more 
trustworthy. He says: "Isn't it against reason that L. W. wrote up the 
investment between January 1 and March 31, 1912, in the face of S. B. 
Company's loss of $15,000 during that period?" He then says: "It appears 
to me that the only logical assumption is that the write-up occurred prior 
to January 1, 1912, and is included in L. W. Company's January 1, 1912, 
surplus of $605,000. 

Suppose we let our imagination rest awhile and look at the facts. If 
the write-up of the stock had any justification whatever, it would be found 
in a large increase in earning power, which would give it additional value 
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as an investment. There are three periods involved in the problem : that 
prior to January 1, 1912; that from January 1 to March 31, 1912; and 
that from April 1 to December 31, 1912. In the first period, the Steel Blade 
Company had acquired a deficit of $50,000; in the second period it had 
increased this deficit by $15,000, making it $65,000. There is not much 
excuse for writing-up the stock to be found in these figures. In the third 
period this deficit of $65,000 is changed to a surplus of $35,000, which 
means a profit of $100,000 in nine month*, which would be at an annual 
rate of $133,333 on a capital of $600,000, or more than 22 per cent. Now, 
if ever, there is a good excuse to raise the valuation of the stock. Mr. 
Robinson's imagination seems to have become exhausted before he reached 
this third period, as he ignores it altogether. 

Let us now examine the effect upon the L. W. Company. Its surplus 
at January 1 was $605,000. Before December 31 it paid a dividend of 
$100,000, reducing its surplus to $505,000. On December 31 its adjusted 
surplus was $700,000. Therefore its profits for the year must have been 
$195,000, of which only $30,000 was made during the first 3 months, leav- 
ing $165,000 to be earned in the remaining 9 months. While this is by 
no means impossible, it is much more probable that the profits of the last 
9 months were only $65,000 and that the L. W. directors offset the reduced 
rate of profit by writing up the investment By itself, this argument 
would be very weak. Its only value lies in its corroboration of the pre- 
vious argument. 

If Mr. Robinson's contention for a goodwill of $1,630,000 were allowed, 
the effect would be to increase the consolidated surplus by $100,000. As 
the common stock is only $1,500,000, the goodwill, even at $1,530,000, repre- 
sents part of the preferred stock at the time of the purchase. In the face 
of this condition it would seem as if the smaller goodwill would appeal 
to the imagination of the conservative accountant, if there is any reason- 
able ground for adopting it 

But Mr. Robinson has not done with us yet, although he selects only 
one culprit for discipline. He says, referring to Mr. Walton, "And then 
he makes a grave mistake. On the books of the Safety Razor Company 
(the parent company) he credits the $100,000 dividend from the L. W. 
Company to surplus." He explains that since $30,000 was earned prior 
to the purchase of the L. W. stock, and that, according to our figures, 
only $95,000 was earned, there should be a credit to surplus of only 
$65,000 and that $35,000 should be credited to the investment account. As 
there is no investment account in a consolidated balance-sheet, the credit 
must be applied to goodwill. 

This is a matter of opinion and the fact that an opinion does not meet 
the views of Mr. Robinson does not necessarily constitute it a "grave 
mistake." Whatever may be the British view, it is generally considered 
in this country that a dividend received is a profit in the period in which 
it is declared. Therefore, the Safety Razor Company would naturally 
credit the whole $100,000 as a profit, especially as it had already credited 
the goodwill with the $30,000 earned by L. W. prior to the purchase, by 
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adding it to the capital and surplus of January 1, 1912, to represent net 
assets of $1,035,000, as already shown. Mr. Robinson wishes us to credit 
this twice. 

ANTICIPATING PROFITS. 

In the Spencer and Munton joint adventure problem Mr. Robinson 
criticizes the solution given by us in regard to the only point of any impor- 
tance in the problem. It is not necessary to examine the whole problem 
to elucidate this point. Briefly, one item of the venture consists of 100 
cases of commodity B, the cost of which has been lumped with that of 
other goods. Spencer (one of the partners in the venture) "takes 10 cases 
of commodity B valued at $47.50." Afterwards the remaining 90 cases 
of B are exchanged for 30 cases of commodity C, which the two partners 
divide between them. Of course, they should be charged with the goods 
that they take— the only question is as to the price. 

In our answer we claim that since one of the partners was charged 
$4.75 per case for commodity B, it established an equitable price as between 
partners, whatever the goods may have been worth on the market. As 
each partner received the equivalent of 45 cases of commodity B, he must 
be charged with $213.75. 

Mr. Robinson injects into this problem the entirely extraneous idea of 
unrealized profits. He "says : 

"Spencer should have taken the goods at or near market value, and very 
likely he did; but if he did not Munton does not make a profit on the 
goods he takes, and Spencer does not make a profit on the goods Munton 
takes, and Munton sacrifices profits on all goods taken by Spencer in 
excess of his own takings of similar goods. 

"If the goods were taken at market value, Spencer is crediting profits 
on goods taken by himself, and Munton is crediting profits on goods he 
took, and the goods taken by each are valued at the market price on the 
books of each, and the anticipated profits on those goods are included in 
the $106.79 credited by each as their net profits. 

"If to Spencer and Munton the goods are raw materials the supposed 
profits would be considered as profits only for adventure statistics, and 
should be treated as a reduction of the cost of the material. 

The question of unrealized profits is the most important part of the 
problem and a solution without a discussion of it ought not to be con- 
sidered correct." 

The reason why Spencer should have taken the goods at market value 
may exist in Mr. Robinson's imagination, but he has not let it escape. 
Partners are often allowed to take goods at cost. 

The price at which the goods are taken is absolutely immaterial, so 
long as it was mutually satisfactory. If Spencer could afford to pay a 
certain price for them, there is no reason why both of them should not 
afford the same price. It is not necessary that this price should be cost 
in order to avoid an anticipation of profits. It is only necessary that it 
should not be more than Spencer and Munton would have to pay in the 
open market for commodity C, which they evidently can use and they 
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would have to buy at market price if they did not take their own. It 
would be a silly thing for them to put up the price of commodity C, so 
as to show a nominal profit on the venture merely to lose it in their regu- 
lar business. 

Mr. Robinson says : "Undoubtedly the problem was originated for the 
sole purpose of testing the candidate's knowledge of adventure accounts, 
and I hazard the guess that the originator had no idea that it raises the 
question of unrealized profits/' Probably because no such idea is admis- 
sible. 

CLUB INITIATION FEES 

Again Mr. Robinson singles out one person for his criticism, when he 
says: 

"Authorities tell us that membership fees and initiation fees are a 
source of profit to a club, but are not usually considered operating profits. 
Mr. Seymour Walton goes so far as to say that if a club is sufficiently 
prosperous to afford it they should not be credited to profits at all but 
should be considered capital receipts which should be used to pay for the 
club property or to redeem bonds. He apparently says that the financial 
condition determines the accounting treatment, but of course he does not 
mean that. Undoubtedly he will agree that the purpose of the fee deter- 
mines the treatment. If for the purpose of obtaining money with which 
to purchase club property or to retire indebtedness or to create a reserve 
or for other particular purposes, the fees are not operating profits in any 
sense but are donated surplus. I see no reason at all why the fees do not 
become operating profits after the particular purpose has been achieved. 
If property were purchased the repairs, renewals and depreciation would 
be operating charges and the fees should be treated as operating income 
to offset those charges." 

Mr. Walton says that he does mean exactly that, but calls attention to 
the fact that the words are "accounting treatment" and not accounting 
principles. Theoretically the initiation fees are a capital receipt, paid in 
to give a permanent capital to the club, so that it can invest in fixed assets, 
even if these fitfed assets are no more than furniture in a rented building. 
Unfortunately, many clubs, after a short period of prosperity in which 
they are able to pay for part, if not all, of the fixed assets that they need, 
experience a slump, when the ordinary operating income is not sufficient 
to pay the expenses, and violent hands have to be laid on the initiation 
fees. "Necessity knows no law" and accounting principles are apt to be 
forgotten when the sheriff is at the door. Therefore, die purpose of the 
fee does not always determine its treatment, although it should do so. 

The following additional criticism is part of the same topic, 

"Mr. Walton incorrectly uses the term 'capital receipts. 9 Mr. H. C. 
Bentley correctly defines capital receipts as being money or other evidences 
of value which are caused by the creation of or addition to fixed liabilities, 
or the reduction of or realization on fixed assets. Initiation fees are not 
capital receipts— they are either profits or donated surplus." 
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A club has no capital stock and it is not operated for profit. But that 
does not mean that it has no capital with which to operate, nor that it does 
not make profits or losses in its operations. Without more or less perma- 
nent capital it could not own any fixed assets at all. This capital must be 
either contributed or earned. At first it must be contributed in the form 
of initiation or membership fees. These are really the payments of the 
members to a permanent capital, paid only once, and therefore not an 
item of operating profit, since only regularly recurring items are included 
in operating profit and loss. The fact that they are credited to surplus or 
left in initiation fees account, instead of being credited to capital, does 
not change their nature. 

Finally, Mr. Robinson answers his own criticism, when he says that 
initiation fees may be donated surplus. Undoubtedly; but he forgets that 
surplus is capital whether in a club or in an ordinary business corporation. 
As we have seen, it is the only capital that a club can have. As a logical 
syllogism, 

Paid in capital is a capital receipt; 

Paid in or donated surplus is paid in or donated capital; 

Ergo, donated surplus is a capital receipt. 
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James Martin has resigned the secretaryship of the British Society of 
Incorporated Accountants and Auditors, which he* has held for thirty- 
three years and has been appointed advisor to the society's council. 



Whittlesey & Wythes announce that F. J. Wilson has been admitted 
to partnership in the firm, which will practise under the firm name of 
Whittlesey, Wythes & Wilson, 30 Church St., New York. 



Ly brand, Ross Bros. & Montgomery announce that Homer N. Sweet, 
in charge of the Boston office of the firm, has been admittted to member- 
ship in the firm as of January 1, 1919.. 



Frederick W. Squires and Howard Greenman announce the formation 
of a partnership under the firm name of Squires & Greenman, with offices 
at 25 Broad street, New York. 



Clinton H. Montgomery & Co. announce the admission to the firm of 
W. £. Baird in charge of the firm's office 712-714 Scarritt building, Kansas 
City, Missouri. 



Marwick, Mitchell, Peat & Co. announce that they have admitted to 
.partnership Thomas Ritchie, James B. Campbell, and Andrew Stewart. 



Edward Owen, formerly commissioner of accounts of the city of New 
York, died of pneumonia, January 18, 1918. 



Haas & Carr announce the opening of offices at 613 Pennsylvania 
building, Philadelphia, Pennsylvania. 



A. F. Wagner announces the reopening of his office at 517 Security 
building, Minneapolis, Minn. 
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Rapid Calculation of Compound Interest Processes 

By F. C. Belsee 

Occasion frequently arises for calculating approximately, but 
quickly, a present value or a sinking fund instalment when neither 
mathematical tables nor other aids are available. 

Although compound interest processes involve lengthy calcu- 
lations in order to secure accuracy, it is remarkable how closely 
many of the results can be obtained in a few seconds without the 
use of either interest tables or logarithmic tables. In fact, the 
calculations resolve themselves almost into mental arithmetic 

All that is necessary is to remember that, at all ordinary rates 
of interest, the number of periods in which money doubles itself 
is, roughly, the same as the number of times the periodical rate 
per cent, of interest is contained in 70. That is to say: $1.00 will 
amount to $2.00 in 23J4 periods at 3% per period ; in \7 l / 2 periods 
at 4% ; in 14 periods at 5% ; and so on. A closer approximation 
is secured by dividing 69 by the rate and adding .35. By this 
method it may be determined that $1.00 will amount to $2.00 in 

23.35 periods @ 3% f— — + .35 = 23.35 J ; in 17.60 

periods @ 4% ; in 14.15 periods at 5% ; and so on.* The first 
method of approximation is easier to remember, but the second 
method gives somewhat more accurate results, particularly with 
the higher rates of interest. The following table shows in com- 
parative form the actual number of periods required for money 
to double itself and the relative merits of the two methods of 
approximation. 

•This fact is not a coincidence, but is based on sound mathematical reasons. The 
formula for the accumulation of money at compound interest is S = (1 + i)*. in 
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Rate of 
interest 

1% 

2 

3 

4 

5 

6 
10 
15 
20 



Actual 
number of 
periods 
required 
69.6607 
35.0028 
23.4498 
17.6730 
14.2067 
11.8956 
7.2725 
4.9595 
3.8018 



Approximations 



70 

rate 

70.00 

35.00 

23.33 

17.50 

14.00 

11.67 

7.00 

4.67 

3.50 



-2- + JS 
rate 

69.35 

34.85 

23.35 

17.60 

14.15 

11.85 

7.25 

4.95 

3.80 



If the formula 



( 



69.32 
rate 



) 



+ .34 I is used, the results for all 



rates of interest up to about 20% are obtained correct to two 
decimal places. 

With this rule in mind, we are thus in a position to calculate 
rapidly the approximate amount to which $1.00 will accumulate 
in any given time. Thus, @ 5%, since money doubles itself at 
this rate in approximately 14.15 periods, we have this result: 

$1.00 will become $2.00 in 14.15 periods. 

$1.00 will become $4.00 in 14.15 periods more, or 28.30 periods. 

$1.00 will become $8.00 in 14.15 periods more, or 42.45 periods. 

If the result is desired to, say, 48 periods, correction must be 
made for 5.55 additional periods, which at 5% is equal to 27.75%. 
Since it is compound interest that is in question, it is safe to 
assume an accumulation of a somewhat greater percentage, say 
30%. Since 30% of $8.00 is $2.40, the result is: 
$1.00 will become $10.40 in 48 periods. 

The mathematically correct result is $10.40127. 

which i is the periodical accumulation on $1.00, and n the number ef periods. There- 
fore— 

log S 

n "" log (1 + i) 
Where i it lets than unity— 

Log e (1+i) = i — H i 2 + 1-3 I 8 — HI 4 etc. 
Since i is very small, the terms of the right hand expression, after the first, rapidly 
become inconsiderable. Thus if interest is at 5% (that is where i = *05) log* 
(l + i) = .05 — .00125 + .00004167, etc 
So that, roughly speaking, 

_ log«6 

This formula is of general application as an approximation so long as i is as small 
as it is In the case of ordinary interest fates. When money i» doubled S of course 
equals 2, and fog e 2 equals .693147. 
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If the result had been required to 40 periods, it would have 
been necessary to make correction by deducting 2.45 periods 
@ 5%, or 1225%. Instead of taking more than the indicated 
percentage (as was done when adding corrections above), a some- 
what smaller percentage should be taken, say 12J&. Since 12% 
of $8.00 is $.96, the result is: 

$1.00 will become $7.04 in 40 periods. 

The mathematically correct result is $7.03999. 
It is also necessary to remember a few simple formula. These 
formulae are not difficult to remember, a$ they follow a simple 
logical sequence. They are as follows: 

Present value of $1.00 is equal to 

amount of $1.00 

Amount of an annuity of $1.00 compound interest on $1.00 
per annum is equal to rate of interest 

Present value of an annuity of compound discount on $1.00 
$1.00 per annum is equal to rate of interest 

Sinking fund instalment is the * * • * * 

. - - .. A - rate of interest 

reciprocal of the amount of an 



annuity or compound interest on $1.00 

The present value of an an- 

The premium or discount on a nuity of the difference ke- 

bond is equal to tween the coupon rate and 

the yield rate 

Since the compound interest is the amount minus the original 
principal, and since the compound discount is the original prin- 
cipal minus the present value, all the formula resolve themselves 
into variations of the amount at compound interest. 

There are, of course, many other formula covering interest 
calculations, but the foregoing are the most important, and those 
most frequently used. 

To illustrate the ease with which these calculations can be 
made, examples of a few of the more important applications of 
the formula are given below. For clearness, the processes are 
set out much more fully than is really necessary in practice. It 
should be observed that in no case are decimals carried out to 
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more than two or three places, since nothing is claimed for the 
calculations except approximately correct results in the absence 

r69 \ 
h .35 I has 



(^ +3 



been used in these examples for determining the period when 
$1.00 amounts to $2.00. 

Ex. 1— What is the amount of $150.00 for 25 years @ 5% ? 

The first step is to find the amount of $1.00 for the given 
period. 

$1.00 will amount to $2.00 in 14.15 years. 

$1.00 will amount to $4.00 in 14.15 years more, or 28.30 years 
all told. 

As the amount for only 25 periods is required, it is necessary 
to deduct 3.30 years @ 5%, say 15% or $.60. 

$1.00 therefore becomes $3.40 in 25 years. 

The amount of $150.00 is equal to $510.00. 

True result— $507.95. 



Ex. 2— What is the present value of $25,000.00 due 30 years 
hence, at 6% interest? 

1 

The formula for the present value is 

amount of $1.00 

It is therefore necessary to first find the amount of $1.00 for 
30 years @ 6%: 

$1.00 will become $2.00 in 11.85 years. 

$1.00 will become $4.00 in 11.85 years more, or 23.70 years. 

It is necessary to add 6.30 years @ 6% or 37.18%. 

As the interest is compound, 42% or 43% may justifiably be 
taken, say $1.72. 
$1.00 will therefore become $5.72 in 30 years. 

This result can be proved by carrying the calculation one 
stage further, viz.: 

$1.00 will become $8.00 in 23.70 years plus 1155 years, or 
35.55 years. 

Here the correction necessary is a deduction of 5.55 years 
@ 6%, or 33.30%. 

Deducting a somewhat smaller percentage, say 28%, or $2.24: 

$1.00 will therefore become $5.76 in 30 years. 

This result varies only $.04 from the first above. 
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The present value of $1.00 is then determined thus : 

and the present value of $25,000.00 is $4,340.00. 
True result— $4,352.75. 



Ex. 3— What is the amount of an annuity of $1,500.00 for 20 

years @ 5%? 

_ . , compound interest 

Formula applicable 

rate 

In order to determine the compound interest, it is necessary 
first to determine the amount of $1.00 for 20 periods @ 5%. 

$1.00 will become $2.00 in 14.15 years. 

To this must be added 5.85 years @ 5%, or 292%. 

Using a somewhat higher percentage, say 33%, $1.00 will 
become $2.66 in 20 years. 

The compound interest is therefore $1.66, which, divided by 
the rate of interest, gives $33.20 as the amount of an annuity 
of $1.00. 

The amount of an annuity of $1,500.00 is therefore $49,800.00. 

True result— $49,598.93. 



Ex. 4 — What is the value of a leasehold with a rental of 

$35,000.00 per annum, having 75 years to run, interest @ 4% ? 

This problem involves the determination of the present value 

f compound discount 

of an annuity the formula for which is 

interest rate 

In order to determine the compound discount, it is necessary 

first to determine the present value of $1.00, which is equal to 

1 

amount of $1.00 

The amount of $1.00 for 75 periods at 4% is found as fol- 
lows: 

$1.00 will amount to $2.00 in 17.60 years. 
$1.00 will amount to $4.00 in 17.60 years more, or 35.20 years. 
$1.00 will amount to $8.00 in 17.60 years more, or 52.80 years. 
$1.00 will amount to $16.00 in 17.60 years more, or 70.40 years. 
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To this must be added 4.6 years @ 4% f or 18.4%. Add, say 
20%, or $3.20, then $1.00 will amount to $1920 in 75 years. 

The present value is equal to or $.052 

19.20 

and the compound discount is therefore $1.00 — $.052, or $.948. 

Using this figure in the original formula, we have or 

.04 

$23.70, for the present value of an annuity of $1.00 for the 

period required. 

The present value of an annuity of $35,000.00 therefore equals 
$829,500.00 

True value-$828,81429. 



Ex. 5— What is the value of a 5% bond, to yield 4%, maturity 
15 years, interest payable semiannually? 

The difference between the coupon rate each half year 
($25.00) and the yield rate each half year ($20.00) is $5.00, and 
the premium paid for this bond will represent the present value 
of an annuity of this difference of $5.00 payable every interest, 
period for 30 periods, interest being at 2% per period. 

The formula for the present value of an annuity is, 
compound discount 

rate 

As in example 4, it is necessary first to determine the amount 
of $1.00 for the period, then its present value, and from this its 
compound discount. 

$1.00 will amount to $2.00 in 34.85 periods. 

From this must be deducted 4.85 periods at 2%, say 9%, or 
$.18. 

$1.00 will therefore amount to $1.82 in 30 periods. 

The present value of $1.00 is equal to -r-gx or $.549. 

The compound discount is therefore $1.00 — $.549, or $.451. 

451 
The present value of an annuity of $1.00 is J gg" or $22.55. 

Therefore the present value of an annuity of $5.00 is $112.75, 
or the premium on the bond. 

This gives as the value of the bond $1,112.75. 
True value— $1,111.98. 
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Rapid Calculation of Compound Interest Processes 

Ex. 6— What is the value of a 5% bond, to yield 5.75%, 
maturity 40 years, interest semiannually? 

The difference between the coupon and the yield rate every 
half year is $3.75, as follows : 

Coupon $25.00 

Yield rate @ 2.875% 28.75 

Difference $3.75 



The discount on the bond will represent the present value of 
this difference for 80 periods, with interest @ 2.875%. 

The calculation is now similar to that in example 5 : 

$1.00 will amount to $2.00 in 24.35 periods. 

$1.00 will amount to $4.00 in 24.35 periods more, or 48.70 
periods. 

$1.00 will amount to $8.00 in 24.35 periods more, or 73.05 
periods. 

Add 6.95 periods @ 2.875%, say 21%, or $1.68. 

$1.00 will amount to $9.68 in 80 periods. 

The present value of $1.00 is equal to Q ffl or $. 1033. 

Therefore the compound discount is .8967, 

The present value of an annuity of $1.00 is therefore 

-^£ or $3150. 
.2875 ****»• 

And the present value of an annuity of $3.75 is $117.00, which 
is the discount on the bond. 

This makes the value of the bond $883.00. 
True value— $883.07. 



Ex. 7 — What sinking fund will it be necessary to set aside 
annually to extinguish a debt of $2,000,000 in 20 years @ 5% ? 

The formula for the sinking fund instalment is 

rate 
compound interest 

The amount of $1.00 is first determined — 

$1.00 will amount to $2.00 in 14.15 periods. 

Add 5.85 periods @ 5%, or 29.25%. 

Using 33% as the increase, or $.66, $1.00 will amount to 
$2.66 in 20 periods. 
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The compound interest is therefore $1.66 and the sinking fund 

instalment for $1.00 is -J-zr or $.0301. 

l.oo 

The sinking fund instalment for $2,000,000 is then $60,200.00. 

True value— $60,485.18. 



While for all ordinary purposes it is sufficient to remember the 
formula for the doubling of money, it is interesting to note further 
extensions of the same principle. Thus: $1.00 will amount to 
$1.50 in as many years as the rate of interest is contained in 41. 
That is, at 5%, $1.00 will amount to $1.50 in 8.2 periods. The 
formula 



re+-») 



gives the exact number of periods to at least two decimal places 
for all rates up to over 40% per period. 

This added data is frequently useful when the interval from 
one step to another is too great if the period of doubling only is 
used. Thus, in example 7: 

$1.00 will amount to $2.00 in 14.15 periods. 

$1.00 will amount to $3.00 in 8.20 periods more, or 22.35 
periods. 

The correction is now a deduction of only 2.35 periods at 5%, 
say 11J4% of $3.00, or $.345. 

$1.00 will therefore amount to $2,655 in 20 periods. 

This compares with $2.66 as determined by the first method, 
and with $2.65330, the mathematically correct result. 

There is no limit to which this principle can be carried; it 
depends entirely on the efficiency of the individual's memory. It 
is therefore well to choose for permanent use only those points 
which one is likely to retain. In the foregoing illustrations the 
degree of approximation attained depends somewhat on the accu- 
racy with which the allowance for the odd years is estimated, but 
even if only simple interest is computed for these odd years the 
results will be sufficiently accurate for many purposes, and expe- 
rience has fully demonstrated the usefulness of the method herein 
outlined. 
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Why Some Cost Systems Fail to Produce 
Desired Results 

By Arthur S. Burton 

During the past ten years the writer has had the opportunity 
of working out the practical results in a number of cost systems. 
This experience, together with a good working knowledge of 
modern accounting methods, has led him to record his views as to 
why some of the smaller manufacturing organizations fail to get 
the ideal results as outlined to them when "cost system" is first 
brought into their business. The following views supported by 
a number of actual occurrences will readily point out to the reader 
the drawbacks to be avoided. 

Lack of Understanding 

When the head of a manufacturing enterprise approaches an 
accountant or systematizer it is the first duty of the latter to "size 
up" his client as to his ideas on the cost system he wants — in other 
words, to find out whether his opinions are based on his technical 
knowledge of the business or are derived from an accounting 
standpoint, for two reasons : 

1. — If he is a technical man he is apt to be at a loss to under- 
stand why certain information and records should be kept at the 
producing end of the business, and why certain routines should be 
strictly adhered to (in some cases by the workmen themselves) 
to enable the cost man to give him the correct data. 

2, — If he is not a technical man and looks upon a cost system 
from a purely accounting viewpoint, a number of questions assert 
themselves before going ahead with the installation : 

First — What information is to be gained from the cost data? 

Second — Is the information to be gathered in such a manner 
as to compare with estimates originally given for 
contracts in work? 

Third — Does he realize that the methods of estimating and 
cost finding both should cover the same sub-divi- 
sions as used in the production data? 

Fourth — Is the system to be constructed so as to inform him 
at any time the condition of the job in hand, so 
that he may alter his methods of producing should 
he be running over the cost of a certain operation, 
or is it merely to give the cost of the job at com- 
pletion ? 
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Fifth — Is the cost system to be the forerunner of a bonus or 

piece rate system to be installed later, as the result 

of the information gained by the cost reports? 

Sixth — Does he realize that "red tape" and unnecessary detail 

must give way to sound practical methods, but at 

the same time just enough detail must be retained 

for the checking of the results? 

Seventh — Is the present accounting system suitable for a cost 

system to be interlocked with it, would it require 

a complete change of present methods, or is the 

present accounting system in such shape as to 

render possible an accurate check on a cost system 

run independently? 

Note — The writer does not favor an independent system, 

although he knows of several instances where it 

produced excellent results, one particularly where 

the payroll averaged $250,000 a year. 

Eighth — Does he know that the more detail is required the 

more help is needed, and through each stage of its 

workings it requires thought and accuracy of 

each person involved in making reports? Also 

would the information gained be worth the 

expenditure of employing two or three clerks, or 

can the overhead only stand to be burdened by 

one man's salary for keeping cost records? 

The writer's reason for mentioning the above questions is the 

fact that in some of the systems with which he has worked the 

various points have not been made clear to the client at the time 

of installation, and as a result some very good cost systems have 

been seriously criticized. In some cases the man who installed 

the system did not have the amount of credit due him simply 

because there was a lack of understanding at the very start. 

When a busy manager gets to the stage where he feels that 
his present methods of recording data are not giving him the 
information he wants, he is apt to look favorably on any improve- 
ment which might be outlined to him, without getting down to the 
fine points as to how it will affect his whole organization — for it 
will surely have some connection with every department from the 
head of the concern to the shop boy. A system installed under 
these conditions will undoubtedly have its drawbacks sooner or 
later and is responsible in the majority of cases for such state- 
ments as — "We know how much it costs us to do a job, but we 
can't tell what part of the job makes or loses money for us," or 
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"We know whether we gain or lose on every job, but when this 
information reaches us it is too late to remedy any loss," or "Our 
system tells us just how we stand when a job is completed, but 
there is no way of comparing the estimate with the cost records 
except in total figures. Why can't the cost clerk tell us when 
more material or labor is charged to a particular operation than 
should be?" or "The cost clerk works mechanically and the 
records mean nothing to him until the job is complete." 

Here is an excellent example to illustrate where a system was 
criticized in the writer's presence and the fault was very plainly 
due to the man who installed the system inasmuch as he failed 
to have the estimating records cooperate with the cost records : 

A construction firm in this city which specialized in the con- 
struction of roof, sky and vault lights set in reinforced concrete 
had its cost system arranged as follows : 

Expense 

Travelling expense 

Board and lodging 

Petty expense 
Labor 

Superintendent 

Centering 

Mason 

Laborers 

Miscellaneous labor 
Material 

Lumber and nails 

Steel 

Cement and sand 

Glass 

Joint filler and water proofing 

Oakum 

Miscellaneous 
Tools 

Large equipment 

Ropes 

Small tools 

Freight and Cartage 
Freight on glass 
Freight on other materials 
Cartage on glass 
Cartage on other materials 
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Sublet Work 
Overhead 

Direct overhead 

Indirect overhead 

The above sub-divisions were kept on each job and they 
furnished the president of this particular concern with a good deal 
of valuable information, but, when one tried to compare the cost 
with the estimate it was out of the question. The estimate sheet 
was made up in the following manner : 

Details of job with number of square feet of glass area. 
Number of cubic feet of cement work, including overhang 
on ledges, etc. 

Expense $ 

Glass required, number units & $ 
Centering $ 

Installation $ 

Freight and cartage $ 



Total cost $ 

Plus % profit $ 



Total bid $ 

The above figures were ascertained and worked upon scrap 
pads which were afterwards destroyed when the total figures 
were filled in their respective places on the estimate sheet The 
expense item covered the expected trips of the construction 
engineer to the job together with any probable expense in sending 
New York men to an out-of-town job. The glass item took in 
the actual cost of the glass required for the job. Centering cov- 
ered both labor for installing forms and the lumber and nails 
required, but these were not separated. Installation covered 
everything else on the job except sublet work which of course 
was vouched for by an outside estimate. The above system had 
been in operation for about eighteen months when the writer took 
hold of it and it took nearly two months and several heated argu- 
ments to convince the president, who was also the general man- 
ager, that the cost system was right but the estimating data were 
wrong. Finally the estimating was changed and forms were 
printed to conform with the cost system, and this overcame the 
obstacle. It must be pointed out here that no extra work was 
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involved in the estimating department, for it was necessary to 
estimate the various classes of labor and material to reach the 
bulk figures in the old system. 

Red Tape 

One of the greatest drawbacks encountered by the practical 
cost man is red tape. This alone is responsible for some of the 
above-mentioned statements as to why the system failed to give 
the desired result It is practically out of the question to expect 
the average mechanic to record petty detail, and 75% of them 
absolutely refuse to do so. In cases where they are obliged to 
keep certain records they do so only half-heartedly, with the 
result that when they are questioned regarding the accuracy of 
the reports they make they have the old excuse that "they are not 
bookkeepers." It is very hard, indeed, to find a system in a manu- 
facturing establishment where the cost man does not have to 
depend to some extent upon the reports turned in from the pro- 
duction end. Where the seat of production is in another town, 
which frequently happens in building construction, it is very diffi- 
cult to get some of the most practical construction men to turn in 
correct reports suitable for the recording of cost data as outlined 
by the system in use. The average production man is too 
busy getting the job in hand done, or laying out of his schedule 
for the following day, to be bothered by unnecessary red tape and 
petty detail. Consequently after correspondence has passed a 
feeling of enmity is created which usually ends in the cost records 
becoming useless. 

Then again, hair-splitting records tend to occupy the time of 
the cost clerks, who could more profitably use a little time in look- 
ing over the day's work for comparisons in material used accord- 
ing to labor expended or for reasons why the average cost per unit 
fluctuates. The writer has always endeavored to set apart some 
period to check up his records and look for trouble, but where a 
man's time is taken up in recording petty detail this cannot be 
accomplished with the same effect. The tendency under these 
conditions is to make him work on "the more accurate than right 
basis," and he usually fails to detect the more important fluctua- 
tions until some time later. 

The following is an instance which will illustrate the unneces- 
sary detail mentioned. A construction house in this city decided 
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to install a cost system which, theoretically, would answer any 
question the management might care to ask regarding any of its 
many out-of-town jobs as the work progressed. Several thou- 
sand dollars were expended to install these wonderful tell-tale 
methods. The plan was outlined to the general manager with 
the strict understanding that one man could run it comfortably 
without any trouble whatever. Two months of operation found 
the cost man with two men and two girls assisting him and draw- 
ing total salaries amounting to close on $7,000 a year, working 
like slaves from 8 :30 a. m. to 5 :30 p. m. each day in order to keep 
up with the work. 

One instance will be enough to show the reader why red tape 
methods kept five people busy on a supposedly one-man system. 
The correct formula of concrete used was one part cement to 
three parts sand and gravel. Sand at that time cost about $125 
per cubic yard. The weight of a yard of sand averages from 
2,700 lbs. to 3,200 lbs. according to its condition as to moisture. 
The system was outlined to record the cost per pound of sand 
bought (which, striking an average of 3,000 lbs. to the cubic 
yard, was .0416c. per lb.) and the number of pounds used each 
day. This method meant that every cubic yard of sand and 
gravel worth about $1.25 per cubic yard had to be converted from 
cubic yards to pounds and the price calculated to four decimals 
of a cent per pound — which was all unnecessary, to say nothing 
of the inaccuracy of the weight, as it was only approximate, there 
being a difference of about 500 lbs. per cubic yard according to 
the condition of the sand. 

The practical way would have been to record the number of 
cubic yards purchased and used in terms of cubic yards at so 
much per cubic yard. The purchase order read cubic yards and 
the quantities on the estimate sheets referred to cubic yards. 
Therefore, why go to all this trouble of changing to pounds? 
Another bad feature was that if one wanted to know how many 
yards of sand went into the job he had to add up the pounds and 
divide by the average used. The estimating department did not 
care about pounds of sand used, but it did want to know how 
many yards went into the job. These methods of red tape and 
useless petty detail lasted about six months when the firm went 
into the hands of a receiver. The whole organization from the 
general manager to the office boy was fired, with the exception of 
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three practised men. Then began the work of building up the 
business. The old trustworthy cost system was put back, with a 
few added features. It is now about three years since the receiv- 
ership was released. The firm has met all its liabilities and has 
made a substantial profit. 

The increased cost of production caused by red tape methods 
in a cost system is not to be ignored as is shown by the following 
incident. A large mill on the outskirts of New York employed 
about 700 men. Of this number about 100 were experienced 
mechanics who were employed exclusively in the repairing and 
maintenance of the mill, equipment and machinery. The mill was 
spread over an area equal to about four city blocks in length and 
a half a city block in width. The machinery was heavy and in the 
majority of cases had to be repaired where it was placed. The 
machine shop, blacksmith shop, tool-room, store-room, etc., were 
all placed at one end. The cost system provided that "no material 
was to be given to a mechanic without a written order from his 
foreman." Breakdowns were very frequent because of the heavy 
wear and tear on the machines. A hurry call would come over 
the telephone to repair some trouble, probably at the far end of the 
mill. Sometimes it would only require a few bolts to put the 
machine in working order, but for the time being the machine was 
useless. A mechanic would be sent to do the repairs, but he must 
first find out what material he needed before he was allowed to 
obtain it from the stores. After he found out what he needed he 
had to seek his foreman (who might be at the opposite end of the 
mill on some other work) to sign the material slip. When that 
was signed he went to the store-room and received his material. 
Hundreds of these slips would come up to the cost department 
with only one bolt on each. Can one imagine the time lost by the 
men, the idle time of the machine and all the unnecessary labor 
in the cost department through carrying out a system of this kind? 

The writer overcame this by opening a machine shop material 
overhead account, which was charged with 100 bolts of each size 
usually kept for that purpose. Records proved in one year that 
the material overhead account which was charged with various 
items of this nature showed an expenditure of about $350 after 
inventory had been deducted at the end of the year. This amount 
was charged off to the various machines in proportion to expendi- 
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tures for both labor and material on each machine for repairs. 
When one considers that the materials purchased for the upkeep 
of this mill alone amounted to about $75,000 per annum, $350 
appears a very small proportion compared with the cost of a 
machine tied up from 15 to 45 minutes for the sake of a miserable 
bolt costing about # of a cent. 

The lesson to be obtained from these experiences is "Comb 
your cost system for unnecessary detail and red tape/' 

Another important cause of the failure of a cost system to 
produce results rests with the man who has charge of the work. 
Some men who term themselves cost accountants fail in this 
important work for the simple reason that they do not think it 
necessary to know much about the work they are doing apart 
from automatically recording reports which come to them through 
the various channels of routine. What use is a cost report to an 
executive if the cost man does not know whether it tells a true 
story of conditions or not? A successful cost man usually makes 
it his business to find out how one operation relates to another and 
posts himself so that he can readily analyze reports from 
mechanics or foremen. The best way for a man to learn all he 
can about his system is to insist on being allowed to spend some 
time at the seat of production and carefully to note the various 
operations, so that when his reports come in he can picture in his 
mind what is going on at the plant. In this way he is not only 
gaining a practical knowledge of the methods of production but 
he is able to distinguish where the leaks occur and so make 
himself more valuable to his employers. 

For example, take a structural steel shop where steel tanks 
are being made from Y\ inch plates. During 1918 the market for 
steel plates was very uncertain, and plates needed for a job had 
to be purchased, in a number of instances, much larger in length 
and width than was necessary. If one needed a plate 36 inches 
wide by 50 inches long he probably had to buy one 36 inches by 
60 inches long. In this case it would be necessary for the men at 
the shop to shear or burn 10 inches off the plate. Now, suppos- 
ing the time clerk reported work on this plate as laying out, punch- 
ing, etc., and did not report shearing or burning, the cost man who 
was not familiar with the job operations would not be able to 
point out that the report was wrong because it did not have time 
for shearing or burning, while the other operations were charged 
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too much as they probably contained the total time on the job. 
Then again if he made it his business to become familiar with the 
details of a shop bill or bill of material to compare with his 
vouchers he would have an excellent check on the purchasing 
agent to see that the purchase orders were being marked for the 
correct jobs and would avoid material being charged incorrectly. 
This would also post him as to whether or not more material was 
purchased than was necessary for the job. A good many leaks 
caused by spoiled material can be caught in this particular busi- 
ness if the cost man takes enough interest to learn all he can about 
a shop bill and a blueprint so far as material is concerned. By 
following these methods the cost man who is fond of solving 
problems will find it very interesting work, and gradually he will 
become anxious to see how his figures compare with those from 
the estimating and producing ends. 

In a number of cases a cost system is looked upon with sus- 
picion by some departments in the organization. 

If it is outlined with care to catch the leaks and mistakes of 
others, the cost man has to be very careful to have his reports 
correct and to be able to understand and argue with the heads of 
the departments upon their correctness. For instance, if a sales- 
man or an estimator estimated a job too low, and the cost man 
could not stand back of his figures and point out that the job was 
too low, he would have a very poor chance of convincing die head 
of the business that he was sure of what he was doing. More- 
over it would give the other departments a chance to dispute 
the figures at some future time to cover up their own faults. 
While on the subject of keeping tabs on the "other fellow's 
work" it will not be out of place to cite an instance which came to 
the writer's attention some months ago. A construction firm 
employed several salesmen. One of their number was considered 
the final authority when there was keen competition from other 
firms bidding on the work. In the majority of cases this star 
salesman brought home the signed contract. Men from the other 
firms could not understand how he could underbid them as condi- 
tions were about equal. It appears that this same man had the 
superintending of the installation of his jobs. He also furnished 
a list of material used on each of these jobs to the cost man. The 
cost man had nothing to guide him as to whether it was right or 
wrong nor could he read a blueprint. This went on for a number 
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of months until it came time to take an inventory. It was then 
found that the stock of material was several thousand dollars 
short. Upon investigation it was found that the star salesman 
had installed much more material than his material-used slips 
called for and he had been putting "one over on the cost man and 
competitors" all the time. The business changed hands and the 
man who took it over had no job for this so called "star." He 
had a system installed whereby he knew what went into a job and 
how it was estimated. 

It seems strange how some men will invest their capital and 
energies in a business and depend on the organization to make it 
go for them. Yet there are many doing it today. When failure 
stares them in the face they realize how much better it would have 
been to have mapped out a method of procedure at the start to 
give them definite information as to how they stood as they went 
along. 

The foregoing experiences deal mainly with cost systems in 
use by firms doing special or specification work such as structural 
steel, concrete construction and fixtures, where jobs are taken 
according to plans and specifications. No attempt is made to deal 
with manufacturing a product for stock or the market. 

Any criticism or suggestions regarding these views will be 
looked upon favorably, as it is from the other fellow's views that 
knowledge is gained. At any rate, it is the man who actually 
works the cost system who tends to make it a success or failure 
and it would be beneficial to the readers of The Journal of 
Accountancy to hear a little more from the man who actually 
does the work. 
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Mathematics of Credit Extension 

By Frederick Thulin 

In a discussion of credit, from any point of view, a fitting intro- 
duction is properly some standard definition of credit. 

The now celebrated definition of credit set out by Prof. J. 
Lawrence Laughlin will bear repetition. 

"Credit is a transfer of commodities involving the return 
of an equivalent at a future time" 

or 

"Credit is the giving of a present value in exchange for a 
promise to pay." 

The basis of the solidity of the promise to pay is the primary 
question of credit. This is an elementary statement. If the 
promise is based on a fundamentally solid foundation, the value 
may be given ; if not, the value may not be given. 

Several factors are taken into consideration in passing judg- 
ment on the soundness of the promise to pay — the economic, 
sociological, ethical, legal, mathematical, etc. A credit man obvi- 
ously is interested in all the elements that are present in an analysis 
of the soundness of the promise to pay. 

The public accountant's point of view is necessarily somewhat 
more restricted; and as the message of the public accountant is 
conveyed primarily through the medium of figures, the element of 
credit mathematics is the element in credit analysis in which the 
public accountant is most interested and which therefore he should 
thoroughly understand. Furthermore the mathematical verdict 
is final to a certain extent and in the major number of instances is 
the initial question that is considered. 

The credit problem and the accountant's relationship to that 
problem have been given a new significance by the federal reserve 
board. Seemingly therefore a review of some fundamental princi- 
ples may not be amiss. 

Omitting any consideration of a grant of credit to govern- 
mental bodies, values are lent to two classes of borrowers : 

To a borrower who or which does use substantial capital 
in the prosecution of a given business. 
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To a borrower who or which does not use substantial cap- 
ital in the prosecution of a given occupation or business. 

While the foregoing classification is fundamental and has been 
recognized by congress as involving differing considerations in 
fixing a taxing programme, and although the distinction is some- 
what significant from the credit point of view, the public account- 
ant is primarily interested in the credit problem when 

The borrower is one who or which does use substantial cap- 
ital in the prosecution of a business. 
An enterprise of the foregoing kind has two kinds of credit 
extended to it. The credit represented by 

a. The fixed creditor indebtedness which is primarily reflected 

on the debit side by fixed or capital assets. 
The fixed creditor liability therefore is functioning as cap- 
ital or proprietor liability. 

b. The temporary or current indebtedness which is primarily 

reflected on the debit side by current assets. 
The current creditor liability therefore is not functioning 
as capital or proprietor liability. 

a. The fixed liability. 

In considering the credit problem involved in the fixed liability 
a fundamental accounting principle should be kept in mind 
although it is frequently overlooked: the fixed or capital assets 
of a business — buildings, machinery equipment, etc. — are to be 
used in a going business and derive their value by being so used. 

While it may be true that in a few instances the auction block 
or salvage value of fixed assets may be sufficient to secure the 
fixed creditor in the event of a default, in most cases the auction 
block or salvage value will not be thus favorable to the creditor. 
In any event realization and liquidation proceedings are long 
drawn out and in most instances very expensive. The primary 
consideration of the fixed creditor therefore is not that of prop- 
erty appraisal but of some other element. 

As the fixed indebtedness is not to be eventually paid out of a 
realization of the sale of the fixed assets, it follows that the indebt- 
edness can only be liquidated from one source, to wit: from the 
net earnings of the business. 

Therefore expressing the thought in a mathematical equation 
we have 

Net earnings for period = adequate sinking fund deposit 
for period + transfer to surplus. 
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Where this equilibrium is not established the necessity arises 
of funding or refunding the fixed indebtedness — in most instances 
not a desirable prospect. A possibility of being compelled to 
renew or extend an indebtedness may bring a business to a receiv- 
ership. 

Whether or not the equation will be maintained throughout the 
future years until the maturity of the fixed indebtedness is another 
question and not one for the accountant to answer. The business 
economist must be called in at this juncture for his opinion. 

That the fixed indebtedness may be secured by a mortgage on 
the fixed assets is somewhat of a last gasp measure of protection 
and is valuable to the extent of barring equality of participation 
with other creditors in the realizable assets secured by the mort- 
gage. Any excess of indebtedness takes a ranking equal to the 
other unsecured indebtedness. 

Although the equation may be satisfied it is not necessarily 
conclusive as to the credit worth of the fixed liability. It may 
well be that the earnings are sufficient; yet, because of the insuffi- 
ciency of capital contribution on the part of the proprietorship, the 
current liability creditors may force a receivership. Logically 
therefore the fixed liability must be considered with the current 
liability. 

b. The current liability. 

The fixed liability being liquidated from earnings it follows 
logically that the current liability can not be liquidated from 
earnings. To advance the contrary opinion in regard to the cur- 
rent liability is to advance the principle that the current liability 
should function as a capital liability, which in turn is to throw a 
disproportionate burden on profits or sales, the primary source 
of the profits. 

Yet credit men repeatedly affirm that many business men seem- 
ingly have this conception of the function of the current liability 
incurred in the purchase of merchandise, etc., used in the busi- 
ness. It sometimes happens that this equation is present, but not 
often — 

net earnings for period = indebtedness. 

The confused thinking on this point, according to Dun's and 
Bradstreet's statistics, is responsible for many a business failure. 
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Preliminary to discussing the credit mathematical equation 
involved in a consideration of the current liability there are some 
fundamental credit questions that should be kept in mind : 

1. The grant of credit should not extend to the sphere that is 
properly the exclusive field for capital liability. If it does, the 
business is undercapitalized. If the capital liability goes beyond 
its sphere, the business is overcapitalized. 

2. The amount of capital liability that a business should have is 
governed primarily by the selling activity. Prima facie the 
capital contribution to a business can decrease as the selling 
activity of a business increases, and, conversely, the capital 
contribution of a business must increase as the selling activity 
decreases. 

The mathematical problem is therefore to determine the point 
of limitation to which the grant of credit can go and to determine 
the prima facie amount of capital, if any, the business requires 
from its proprietorship in reference to the particular request of 
credit under consideration. 

Expressed in the form of an equation we have 

The sum of 

1. Cash on hand and in bank at the beginning of the credit period. 
This amount would exclude any sinking fund built up to retire 
any fixed indebtedness. 

2. Estimated liquidation during credit period of quick assets on 
hand at the beginning of the period, exclusive of inventories. 
Such quick assets would ordinarily be accounts, notes and bills 
receivable and in some instances accounts and notes receivable 
covering advances to officers. 

3. Estimated amount to be realized from estimated gross sales 
during credit period. 

This estimated amount includes cash sales to be made during 
period and amount to be collected during the period from credit 
sales made during the credit period. 

4. Other realizable quick assets that are readily salable, such as 
mortgages, bonds and stocks. 

Minus 

1. Expense of doing business during credit period. 

2. Sinking fund payments to be made during the period or if not 
to be made during the period the amount accumulated to and 
through the credit period pro-rated on an equitable basis to be 
hereinafter described. 

3. Indebtedness incurred prior to the credit period and maturing 
within the credit period. 
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Such indebtedness is clearly a deduction inasmuch as a business 
should have provided for this liquidation. It should not take 
care of the indebtedness by a renewal unless for explainable 
reasons. 

Where the indebtedness matures subsequent to the credit period 
the question arises as to the purpose of the indebtedness. 
If the indebtedness were to purchase merchandise currently 
sold or used the indebtedness should be pro-rated on the basis 
of monthly cash receipts activity from the inception of the debt 
and accumulated to the end of the credit period under discus- 
sion. To do otherwise is to pay one indebtedness at the expense 
of another creditor. 

If the indebtedness were to purchase merchandise not cur- 
rently sold or used but sold or used in a season in the future, 
the credit grant under present consideration would not be 
liquidated by a substitution of liability and is therefore strictly 
speaking not an element to be considered for the period. Such 
a grant of credit would be separately considered for its own 
period and in line with the same general principles herein dis- 
cussed. 

Also where such indebtedness matures after the credit period 
and prior to the time the sales activity or use in the merchandise 
takes place, the amount of such indebtedness should not be pro- 
rated and accumulated to the end of the credit period under 
consideration on the basis of monthly percentage of cash 
receipts, but should likewise be separately considered. 
If the current indebtedness were for any general purpose the 
indebtedness should be pro-rated monthly and accumulated 
throughout the credit period on the basis of monthly percentage 
of cash receipts. 

Estimated indebtedness to be incurred during the credit period 
and maturing within the credit period. Such an inclusion in 
the deductions is clearly permissible. 

Where such indebtedness matures outside the credit period 
under consideration and is for the purchase of merchandise 
currently sold or used, the amount should be pro-rated to the 
portion of the credit period on the basis of the monthly per- 
centage cash receipts activity of the business. 
If such indebtedness is incurred for merchandise not currently 
sold, which is to be sold at a future time beyond the maturity 
of the credit period under consideration, the credit is separately 
considered in conformity with the general principles outlined 
herein. 

Should such obligation mature prior to the season's activity, 
no portion of the indebtedness should be pro-rated to the pres- 
ent credit period on the basis of monthly receipts activity of 
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the months falling within the credit period, but should likewise 
be separately considered. 

Any current indebtedness not incurred for merchandise pur- 
chases should be pro-rated equally to the period under con- 
sideration. 

Plus 

1. Any indebtedness or expenses taken into consideration in the 
equation which are to be liquidated from the advance of credit 
given. 

Such a liquidation would not be made from the ordinary credit 
given for merchandise purchased. Where this element is pres- 
ent it will ordinarily arise from a grant of credit given by 
a bank. 

Equals: 

The credit limitation for the period. 

When the credit requested which is necessary to the business 
is in excess of the credit limitation, the business is prima facie 
under-capitalized during the specific period to the extent of the 
difference. If the reverse condition is true, viz., the credit limita- 
tion is in excess of the credit requested, prima facie the business is 
over-capitalized to the extent of such difference. The latter prima 
facie inference may be negatived by other elements such as the 
necessity for the creation of funds for expansion and further 
development of the business, for meeting specific expenditures of 
various kinds and other expenditures. 

The Salvage Value of Assets 

The mathematical credit problem discussed in the foregoing 
paragraphs assumes a going business. This aspect of the credit 
problem should not be confused with the credit principle which, 
for want of a better name, might be called the salvage or auction 
block theory of credit. 

A credit rule of thumb that has been given considerable cur- 
rency is expressed in the following equation : 

Liquid assets = liquid liabilities X 2 to 2j4. 

In some instances one finds a tendency to handle a credit 
problem strictly on this basis. If the equation is satisfied the credit 
is granted ; if not satisfied the credit is not granted. 

It is self-evident that a certain grant of credit may well be 
made on the basis of appraisal values and yet be an undesirable 
grant of credit. The undesirability is not that eventually there 
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will be a loss but that the liquidation may be from a defunct and 
not from a going business. 

In the last analysis the true credit grant creating a current 
or temporary liability, like the credit grant creating a fixed 
liability, is primarily predicated on the assumption of a going 
business and only secondarily predicated on the assumption that 
the salvage or auction block realizability will satisfy the debt. 

Sales Activity and Profits 

As the writer noted, the question of sales activity is closely 
allied with the question of the capital requirements of a business 
and thus directly related to the question of the amount of credit 
that can be extended. 

The element of sales activity is also directly related to the 
profit producing power of a business. 

While a grant of credit represented in a current liability can 
be made in many instances to a business which is making little 
or no profit or in fact is actually losing money, such a business 
cannot thus continue indefinitely. A losing business is certainly 
a red flag in any credit problem. 

Every class of business has a certain sales activity. Many 
businesses of the same kind have respective degrees of sales 
activity. In any event, the sales activity minus expense of doing 
business and provisions for retirement of fixed liability = as a 
minimum a fair profit on capital invested. 

When the equilibrium is not present in the foregoing equation 
such unbalancing may be due to one or more of several causes, in 
all of which an accountant may be more or less interested. 

1. The proprietorship liability may be too heavily reflected in 
fixed or inventory assets. 

2. The fixed or flexible expense of a business may be excessive. 

3. The proprietorship liability may be too heavily reflected in 
accounts, bills or notes receivable or other indebtedness of 
customers for goods sold — not necessarily in overdue debts, 
but debts with too long a credit period. 

4. The fixed indebtedness and consequently the provision for its 
retirement is imposing too heavy a burden on profits. 

5. The sales are not sufficient in volume. The insufficiency of 
sales may be due to one or more causes— economic conditions, 
unsuitable character of the merchandise, poor selling policies, 
not enough publicity, etc. 
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Forms for the Accounting Compilation of Credit 

Information 

The form outlined by the federal reserve board in the April, 

1917, number of the Federal Reserve Bulletin, and also reprinted 

in the June, 1917, number of The Journal of Accountancy, 

cannot very well be improved upon. 

Such a balance-sheet constructed in conformity with the sug- 
gestions of the board will furnish the requisite information in 
three important particulars: 

1. The value of the assets, particularly the ratio obtaining be- 
tween the current assets and liabilities. 

2. The fixed liability and provisions made for its retirement and 
whether or not a funding or refunding is necessary. 

3. The adequacy of the reserves for depreciation of fixed assets. 

The comparative profit and loss form published with the bal- 
ance-sheet form above mentioned is also a most excellent arrange- 
ment for a sound presentation of the elements present in the 
make-up of a profit and loss statement Such a statement will 
give the necessary information relative to the intelligent considera- 
tion of 

1. The progressive retirement of the fixed liability if any, and 

2. The general progress of the business. 

As the writer noted it is not enough to know that the assets 
are on hand or that the business is making money. The third 
form should set out data whereby some measurement of credit 
limitation can be made where a request for credit is received. 

The following form, while not set out in detail to a point of 
minuteness, is nevertheless sufficiently suggestive and illustrative 
of sound principles of credit measurement. 

The illustrative case refers to an hypothetical request for 
credit from a bank of $5,800 from April 1 to August 18 — 4 
months. 



266 



Digitized by VjOOQIC 



Mathematics of Credit Extension 



267 



Digitized by VjOOQIC 



The Journal of Accountancy 

Published monthly for the American Institute of Accountant* by 

Thi Ronald Pans Company, 20 Viae? Street, New York, N. T. 

Thomas Conyngton, President; L. G. Henderson, Secretary; 

Hugh B. Conyngton, Treasurer. 

A. P. RICHARDSON, Editor 



EDITORIAL 
Release Urgently Needed 

Now that the war is nearing its close and the great activities 
of the emergency are ending, the men from various walks of life 
who have devoted their services to the winning of the war are 
beginning to return to civilian occupation — but the process is 
regrettably slow. Some of the government departments seem to 
be amazingly reluctant to part with the assistance of men who 
have been rendering such great help during the crisis. Even the 
men who volunteered or were drafted for the fighting forces are 
not being discharged with anything like reasonable speed, but 
while there may be some excuse for retaining the fighting men 
until the terms of peace are signed, there certainly can be no 
excuse whatever for keeping in government employ men who are 
needed in their civilian vocations and not needed by the govern- 
ment. 

Take, for example, the case of accountants. Many of those who 
volunteered to assist the government and were induced to put on 
uniform are finding an astonishing procrastination when they 
apply for release. 

Since the beginning of the war it has been a common com- 
plaint that, while the government has recognized the value of 
accounting services and has been ready to admit that accountants 
have been of the utmost value, many of the men of this profes- 
sion, once in the government service, have been diverted to work 
which could be equally well performed by persons of inferior 
ability. We have heard stories of accountants doing clerical work 
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of the most unskilled variety. Others are doing bookkeeping, and, 
we presume, are doing it remarkably well as the government does 
not seem to wish to part with such bookkeepers. 

One great department of the government some time ago 
advised the accountants who were working for it that if they 
wished they might be taken on the permanent staff. This dazzling 
opportunity was considered by all the men concerned and one or 
two, with great temerity, ventured to inquire the rank and what 
compensation would be forthcoming. To this the reply was that 
they could be taken into the permanent service either at the grade 
which they then enjoyed or at a lower grade in certain cases. 

It did not seem to dawn upon the official mind that the men to 
whom this offer was made had entered the service at extreme 
sacrifice. Scarcely one of them did not give up something in the 
way of income and comfort in order to assist the cause. In many 
cases the payment received from the government was only a small 
fraction of the income which would have been received by these 
men in their ordinary occupations. 

There was no protest while the war continued in its active 
phase; but the time has come when there must be a strenuous 
protest against continued use of ability to which the government 
is not entitled. The man who volunteered to help during the 
emergency was generally led to believe that he would be released 
at the earliest opportunity. We do not accuse the government 
departments of acting in bad faith, but there have been instances 
of unwillingness to release men which are widely at variance with 
the promises these men received when they were inducted into 
the service. 

We doubt if there is any trade or profession in which there 
is more demand for men than there is in public accounting to-day. 
The tremendous pressure due to the federal taxes and the general 
resumption of normal business is throwing a burden of labor on 
the accounting offices which is not only unprecedented but over- 
whelming. There is a limit to the amount of work which a man 
can do, and most of the accountants are close to that limit. Surely, 
in the circumstances, the government departments which are 
retaining in the service men who would be available for account- 
ing work are short-sighted. The collection of revenues is the 
greatest task before the government to-day, and no man can be of 
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greater aid than the accountant in the preparation of tax returns 
upon which revenues will be based. 

We urge upon the departments of war and navy to release 
without further unnecessary delay all those men whose services 
are so emphatically needed in accounting to-day. 



Genuine Service 

When the history of accountancy for the past two years comes 
to be written there will be mention of many prominent accountants 
who have given up everything at the call of their country. 
Scarcely an accounting office has escaped the demand for assist- 
ance by the government, and few indeed have failed to answer the 
summons. In some instances the majority of the partners have 
relinquished everything and have taken up government work. 
In other cases men have closed their offices in order to be entirely 
free to devote their attention to the duties which the government 
thrust upon them. 

It would be invidious to claim that any one of these men had 
done more than the others for the common cause. In some cases 
the nature of the work done will never be known, and true knowl- 
edge of the extent of the sacrifice or the value of the service will 
remain hidden in official obscurity. 

As instances of peculiarly valuable service are available, how- 
ever, it is quite fitting that attention should be drawn to the facts. 

On the 15th of March one of the Institute's prominent members 
relinquished his office with the government and returned to his 
professional work after having accomplished a great task. Some- 
thing of what he did for the government may well be described. 

When the income and excess profits tax law of 1917 was 
enacted a tremendous burden was thrown upon the machinery of 
the bureau of internal revenue. An organization equipped to 
deal with revenues of a few hundred millions annually was sud- 
denly required to collect billions under tax laws of great com- 
plexity. The situation was made even more difficult by the legis- 
lation of 1918, which increased the work of the bureau and made 
it the most important revenue producing agency of this country — 
and perhaps of any country in the world. 
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While the bureau had in its service many men of high ability, 
the increased burden made necesssary the appointment of not 
only a large number of clerks of ordinary ability but also a sub- 
stantial number of men having the capacity of real leadership. 

The problem facing the bureau was further complicated by the 
fact that attractive offers from business concerns were accepted 
by men in the service, and there was, as a result, a constant pro- 
cess of depletion which had to be made good by new appointments. 

The problem thus presented was two-fold — personnel and 
organization. Old divisions and sections had to be enlarged and 
new ones had to be created. Officers and employees had to be 
considered from the standpoint of their fitness for carrying the 
increased burdens and performing new services, and the ranks 
had to be filled from new sources of supply. 

At the earnest solicitation of the commissioner of internal 
revenue, Homer S. Pace went to Washington in September, 1918, 
and in six months' time evolved a plan of organization which will 
furnish a working basis for the bureau. He largely increased the 
personnel and, what is perhaps even more important, he estab- 
lished within the bureau itself courses of training in accounting 
and income tax practice which will at once enable the bureau better 
to perform this work and make possible the developing of indi- 
vidual employees so that they will be fitted for the promotion 
which, in view of the conditions confronting the bureau, awaits 
all who are capable of performing larger service. 

In his work Mr. Pace displayed a broad vision of the problem. 
To the solution of the problem he devoted an immense amount of 
energy and of resourcefulness. It is greatly to be regretted from 
the bureau's point of view that he could not be retained in the 
service for a longer period, but he completed in a highly creditable 
manner the work he set out to do and is entitled to great commen- 
dation. 

As other men leave the service of the government we trust 
it will be possible to review briefly the things which they have 
done for the cause. Naturally, the work of some will be more 
spectacular than that of others, but everyone who served the coun- 
try to the best of his ability deserves the highest praise and glory 
without consideration of the exact nature of the service to which 
he was called. 

271 



Digitized by VjOOQIC 



Income Tax Department 
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The revenue act of 1918, which, so far as it relates to income and war 
profits taxes, was published in the March number, has now been supple- 
mented by the issue of new forms and departmental regulations. The 
forms themselves are adequately designed and profusely instructed, and 
should by themselves either simplify the preparation of the returns or point 
out the need of reference to regulations or procurement of expert advice 
in involved cases. The regulations for all classes of taxpayers have now 
been consolidated in what are known as regulations 45, which supersede 
the old regulations 33 and 41. The regulations are divided into four parts, 
dealing successively with individuals, corporations, administrative pro- 
visions and definitions and general provisions. Each part being prefaced 
by a list of contents systematically arranged in the order of the relevant 
sections of the law, information on any topic is readily located. The 
regulations may be obtained from any collector of internal revenue, but 
are too extensive for full repetition here. We do, however, print the 
table of contents to show the range of subjects covered, and (indicated by 
italics in the table of contents) such extracts from the text of the regula- 
tions as seem to us to embody fundamental principles which are of most 
general concern but are not part of the statute itself or set forth in the 
forms. 

The taxation at 1918 rates of all cash dividends received in 1918 has 
occasioned considerable discussion since the passage of the law. The 
justification from the statute may be summarized as follows: because 
dividends are, by section 213 (a), included in income, and because no pro- 
vision is found in the law for taxing them at rates different from those 
applied to other income (except for the stock dividends referred to in 
section 201 (d)), therefore cash dividends are taxable at the rates for the 
years when received as income, and only stock dividends falling within 
the period between January 1 and November 1, 1918, are apportionable for 
taxation at the rate for the years when earned. It follows that section 201 
(e), declaring distributions received in the first sixty days of any taxable 
year to have been drawn from the profits of preceding taxable years is 
important only in its apportionment of stock dividends for taxation and 
in its bearing on the relation of all dividends to the initial invested capital 
for any year. 

There are several treasury decisions published herewith, one (T. D. 
2794) giving comprehensive rulings on how to distinguish a non-resident 
alien from a resident alien under all conditions. The others are timely 
rulings in regard to the time for filing returns and making payments under 
various conditions created by the late passage of the new law, its retro- 
active effect on taxes already paid on returns previously filed and so forth. 
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REGULATIONS 45 RELATING TO THE INCOME TAX AND WAR 
PROFITS AND EXCESS PROFITS TAX UNDER TITLES II 
AND III OF THE REVENUE ACT OF 1918. 

Part I. Income tax on individuals (Sections 210-228) 

II. Income tax and war profits and excess profits tax on corporations 

A. Income tax (Sections 230-241) 

B. War profits and excess profits tax (Sections 300-327) 

III. Administrative provisions (Sections 230-261) 

IV. Definitions and general provisions (Sections 1-206; 1303-1408) 
(The section numbers refer to the statute and the article numbers to the 

regulations. Subjects italicized are articles printed in full or abbreviated 
in the following pages.) 

PART I 
Income Tax on Individuals 

Contents 
Section 210. Normal tax 

Article 1. Income tax on individuals 

2. Normal tax 

3. Persons liable to tax 

4. Who is a citizen 
Section 211. Surtax 

Article 11. Surtax 

12. Computation of surtax 

13. Surtax on the sale of mineral deposits 
Section 212. Net income defined 

Article 21. Meaning of net income 

22. Computation of net income 

23. Bases of computation 
2A. Methods of accounting 

25. Accounting period. 

26. Change in accounting period 
Section 213. (a). Gross income defined: inclusions 

Article 31. What included in gross income 

32. Compensation for personal services 

33. Long term contracts 

34. State contracts 

35. Gross income of farmers 

36. Sale of stock 

37. Sale of patents and copyrights 

38. Sale of goodwill and trademarks 

39. Sale of personal property on the instalment plan 

40. Sale of real estate in lots 

41. Sale of real estate involving deferred payments 

42. Instalment transactions in real estate 

43. Deferred payment sales of real estate not on the instalment 

plan 

44. Annuities and insurance policies 

45. Rent 

46. Allocation of income from judgments 

47. Loss or damage recovered 

48. Replacement fund for losses 

49. Application for replacement fund 
Section 213 (b). Gross income denned: exclusions 

Article 71. What excluded from gross income 
72. Proceeds of insurance 
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73. Interest upon state obligations 

74. Dividends and interest from federal land bank and national 

farm loan association 

75. Dividends from federal reserve bank 

76. Interest upon United States obligations 

77. Liberty bond exemption from normal tax (see Journal of 

Accountancy, December, 1918) 

78. Liberty bond exemption from surtax (see Journal op 

Accountancy, December, 1918) 

79. Liberty bond exemption in the case of trusts 

80. Liberty bond exemption in the case of partnerships and 

personal service corporations 

81. Income of foreign governments 

Section 213 (c). Gross income defined: nonresident alien individual 
Article 91. Gross income of nonresident alien individuals 

92. Income of nonresident alien individuals not subject to tax 
Section 214 (a) (1). Deductions allowed: business expenses 
Article 101. Business expenses 

102. Cost of materials 

103. Repairs 

104. Reserve for redemption of trading stamps 

105. Compensation for personal services 

106. Treatment of excessive compensation 

107. Bonuses to employees 

108. Pensions 

109. Rentals 

110. Expenses of farmers 

111. Time for deduction of charges 

112. Charges to capital account 
Section 214(a) (2). Deductions allowed: interest 

Article 121. Interest 

122. Interest on capital 
Section 214 (a) ( 3). Deductions allowed: taxes 
Article 131. Taxes 

132. Federal duties and excise taxes 

133. Taxes for local benefits 

134. State inheritance taxes 

Section 214 (a) (4), (5) and (6). Deductions allowed: losses 
Article 141. Losses 

142. Voluntary removal of buildings 

143. Extraordinary obsolescence 

144. Shrinkage in securities and stocks 

145. Losses of farmers 

Section 214 (a) (7). Deductions allowed: bad debts 
Article 151. Bad debts 

152. Examples of bad debts 

153. Worthless mortgage debt 

154. Worthless securities 
Article 161. Depreciation 

162. Depreciable property 

163. Depreciation of intangible property 

164. Depreciation of trust property 
Section 214 (a) (8). Deductions allowed: depreciation 

Article 165. Capital sum returnable through depreciation allowance 

166. Method of computing depreciation allowance 

167. Modification of method of computing depreciation 

168. Depreciation allowance for patent 

169. Depreciation of drawings and models 

170. Charging off depreciation 
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171. Closing depreciation account as to any item 

172. Depreciation in the case of farmers 
Section 214 (a) (9). Deductions allowed: amortization 

Article 181. Property the cost of which may be amortized 

182. Cost which may be amortized 

183. Amortization period 

184. Method of amortization 

185. Additional requirements for amortization 

186. Redetermination of amortization allowance 

187. Information to be furnished by taxpayer 
Section 214 (a) (10). Deductions allowed: depletion 

Article 201. Depletion of mines, oil and gas wells 

202. Capital recoverable through depletion allowance in the case 

of owner 

203. Capital recoverable through depletion allowance in the case 

of lessee 

204. Apportionment of deductions between lessor and lessee 

205. Determination of cost of deposits 

206. Determination of fair market value of deposits 

207. Revaluation of deposits not allowed 

208. Determination of quantity of ore in mine 

209. Determination of quantity of oil in ground 

210. Computation of allowance for depletion of mines and oil 

wells > i ;i 

211. Computation of allowance for depletion of gas wells 

212. Method of computation of depletion of gas wells in the 

future 

213. Computation of allowance where quantity of oil or gas 

uncertain 

214. Computation of depletion allowance for combined holdings 

of oil and gas wells 

215. Depletion of mine based on advance royalties 

216. Depletion account on books 

217. Statement to be attached to return where depletion of mine 

claimed 

218. Statement to be attached to return where depletion of oil 

or gas claimed 

219. Discovery of mine 

220. Discovery of oil and gas wells 

221. Proof of discovery of oil and gas wells 

222. Charges to capital and to expense in the case of mine 

223. Charges to capital and to expense in the case of oil and 

gas wells 

224. Depreciation of improvements in the case of mine 

225. Depreciation of improvements in the case of oil and gas 

wells 

226. Depletion and depreciation of oil and gas wells in years 

before 1916 

227. Depletion of timber 

Article 228. Capital recoverable through depletion allowance in the case 
of timber 

229. Computation of allowance for depletion of timber 

230. Revaluation of stumpage 

231. Charges to capital and to expense in the case of timber 

232. Depreciation of improvements in the case of timber 

233. Statement to be attached to return where depletion of timj>er 

claimed 
Section 214 (a) (11). Deductions allowed: charitable contributions 
Article 251. Charitable contributions 
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Section 214 (a) (12). Deductions allowed: loss in inventory 

Article 261. Loss in value of inventory 
Section 214 (b). Deductions allowed: nonresident alien individual 

Article 271. Nonresident alien individuals 
Section 215. Items not deductible 

Article 291. Personal and family expenses 

292. Living expenses 

293. Improvements and betterments 
Section 216. Credits allowed 

Article 301. Credits against net income 

302. Personal exemption of head of family 

303. Personal exemption of married person 

304. Credit for dependents 

305. Nonresident alien individual 

Section 217. Nonresident aliens — Allowance of deductions and credits (see 
T. D. 2794 herein) 
Article 311. Who is a nonresident alien individual 

312. Proof of residence of alien 

313. Loss of residence by alien 

314. Duty of employer to determine status of alien employees 

315. Allowance of deductions and credits to nonresident alien 
Section 218. Partnerships and personal service corporations 

Article 321. Partnerships 

322. Partnership making return for fiscal year beginning in 1917 

and ending in 1918 

323. Partnership making return for fiscal year beginning in 1918 

and ending in 1919 

324. Personal service corporations 

325. Personal service corporation making return on calendar 

year basis 

326. Taxation of stockholders of personal service corporation 

with calendar year 

327. Personal service corporation making return for fiscal year 

beginning in 1917 and ending in 1918 

328. Taxation of stockholders of personal service corporation 

with fiscal year ending in 1918 

329. Application of different tax rates in the case of fiscal year 

ending in 1918 

330. Personal service corporation making return for fiscal year 

ending in 1919 or later 

331. Taxation of stockholders of personal service corporation 

with fiscal year ending in 1919 

332. Application of different tax rates in the case of fiscal year 

ending in 1919 

333. Credits allowed stockholders of personal service corporation 
Section 219. Estates and trusts 

Article 341. Estates and trusts taxed to fiduciary 

342. Decedent's estate during administration 

343. Incidence of tax 

344. Estates and trusts taxed to beneficiaries 
Section 220. Profits of corporations taxable to stockholders 

Article 351. Profits of corporations taxable to stockholders 
Section 221. Payment of tax at source 
Article 361. Withholding tax at source 

362. Exemption from withholding 

363. Ownership certificates 

304. Form of certificate where withholding required 

365. Form of certificate where no withholding required 

366. Use of substitute certificates 
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367. Return of tax withheld 

368. Withholding in 1918 

369. Release of excess tax withheld 

370. Use of information return where no actual withholding 

371. Ownership certificates in the case of fiduciaries 

372. Withholding in the case of enemies 
Section 222. Credit for taxes 

Article 381. Analysis of credit for taxes 

382. Meaning of terms 

383. Conditions of allowance of credit 

384. Redetermination of tax when credit proves incorrect 
Section 223. Individual returns 

Article 401. Individual returns 

402. Return of income of minor 

403. Return of income of nonresident alien 

404. Return of corporate dividends 

405. Verification of returns 
Section 224. Partnership returns 

Article 411. Partnership returns 
Section 225. Fiduciary returns 
Article 421. Fiduciary returns 

422. Return by guardian or committee 

423. Returns where two trusts 

424. Return by receiver 

425. Return for nonresident alien beneficiary 
Section 226. Returns where accounting period changed 

Article 431. Change in accounting period 
Section 227. Time and place for filing return 
Article 441. Time for filing return 

442. Extension of time for filing return 

443. Extension of time for filing return in the case of persons 

abroad 

444. Extension of time for filing return in the case of enemies 

445. Place for filing return 
Section 228. Understatement in returns 

Article 451. Understatement of income 

PART II 
Income Tax and War Profits and Excess Profits Tax on Corporations 

Contents 
A. Income Tax 
Section 230. Tax on corporations 

Article 501. Income tax on corporations 

502. Rates of tax 

503. Corporations liable to tax 

504. Tax on transportation corporations 
Section 231. Conditional and other exemptions 

Article 511. Proof of exemption 

512. Agricultural and horticultural organizations 

513. Mutual savings banks 

514. Fraternal beneficiary societies 

515. Building and loan associations 

516. Cemetery companies 

517. Religious, charitable, scientific and educational corporations 

518. Business leagues 

519. Civic leagues 

520. Social clubs 

521. Mutual insurance companies and like organisations 

522. Cooperative associations 
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Section 232. Net income defined 

Article 531. Net income 
Section 233. Gross income defined 

Article 541. Gross income 

542. Sale of capital stock 

543. Contributions by stockholders 

544. Sale of capital assets 

545. Income from leased property 

546. Gross income of insurance companies 

547. Gross income of life insurance companies 

548. Gross income of foreign corporations 
Section 234. Deductions allowed 

Article 561. Allowable deductions 

562. Donations 

563. Interest 

564. Effect of tax-free covenant in bonds 

565. Tax on bank stock 

566. Discount on corporate bonds 

567. Retirement of corporate bonds 

568. Depositors' guaranty fund 

569. Deductions allowed insurance companies 

570. Reserves of insurance companies 

571. Deductions allowed foreign corporations 
Section 235. Items not deductible 

Article 581. Items not deductible 
Section 236. Credits allowed 

Article 591. Credits allowed 
Section 237. Payment of tax at source 

Article 601. Withholding in the case of nonresident foreign corporations 
Section 238. Credit for taxes 

Article 611. Credit for foreign taxes 
Section 239. Corporation returns 

Article 621. Returns 

622. Returns by receivers 

623. Returns of insurance companies 

624. Returns of personal service corporations 

625. Returns of foreign corporations 

626. Use of prescribed forms 
Section 240. Consolidated returns 

Article 631. Affiliated corporations 

632. Consolidated returns 

633. When corporations are affiliated 

634. Change in ownership during taxable year 

635. Corporation deriving chief income from government con- 

tracts 

636. Domestic corporation affiliated with foreign corporation 

637. Consolidated net income of affiliated corporations 

638. Different fiscal years of affiliated corporations (See T. D. 

2805 herein) 
Section 241. Time and place for filing returns 
Article 651. Time for filing returns 
652. Last due date 

B. War Profits and Excess Profits Tax 
Section 300. General definitions 

Article 701. War profits and excess profits tax 
Section 301. Imposition of tax 
Article 711. Imposition of tax 

712. Computation of tax for 1918 

713. Computation of tax for years after 1918 
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714. Computation of tax on income from government contracts 

715. Allocation of net income to particular source 

716. Illustration of computation of tax 

717. Illustration of computation where no tax under third bracket 

718. Illustration of computation where excess profits credit not 

exhausted under first bracket 

719. Illustration of computation where net income derived from 

government contract 

720. Illustration of computation where return for period of less 

than 12 months 
Section 302. Limitation of tax 

Article 731. Short form of computation of limitation 
732. Illustration of computation of limitation 
Section 303. Tax when partly personal service business 

Article 741. Apportionment of invested capital and net income 

742. Computation of tax upon net income 

743. Illustration of computation of tax 
Section 304. Exemptions 

Article 751. Corporations exempt from tax 

752. Net income exempt from tax 

753. Illustration of computation of tax where net income from 

gold mining 
Section 305. Apportionment of specific exemption 

Article 761. Apportionment of specific exemption 
Section 310. Pre-war period 

Article 771. Pre-war period 
Section 311. War profits credit 

Article 781. War profits credit 

782. War profits credit where meager pre-war net income 

783. War profits credit where no pre-war period 

784. War profits credit where no pre-war period in special cir- 

cumstances 

785. War profits credit in the case of foreign or affiliated cor- 

porations 
Section 312. Excess profits credit 

Article 791. Excess profits credit 
Section 320. Net income 
Article 801. Net income 

802. Pre-war net income of affiliated corporations 
Section 325. Terms relating to invested capital 
Article 811. Intangible and tangible property 

812. Borrowed capital: securities 

813. Borrowed capital: amounts left in business 

814. Borrowed capital: other illustrations 

815. Inadmissible assets 

816. Inadmissible assets: government bonds 

817. Inadmissible assets: partial exception 

818. Admissible assets 
Section 326. Invested capital 

Article 831. Meaning of invested capital 

832. Cash paid in : bonus stock . 

833. Tangible property paid in : evidences of indebtedness 

834. Tangible property paid in : inadmissible assets 

835. Tangible property paid in : mixture of tangible and intangi- 

ble property 

836. Tangible property paid in: value in excess of par value of 

stock 

837. Surplus and undivided profits: paid-in surplus 

838. Surplus and undivided profits: earned surplus 
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839. Surplus and undivided profits allowance for depletion and 

depreciation 

840. Surplus and undivided profits : additions to surplus account 

841. Surplus and undivided profits: limitation of additions to 

surplus account 

842. Surplus and undivided profits : property paid in and subse- 

quently written off 

843. Surplus and undivided profits : patents 

844. Surplus and undivided profits: reserve for depreciation or 

depletion 

845. Surplus and undivided profits: reserve for income and ex- 

cess profits taxes 

846. Surplus and undivided profits : insurance on officers 

847. Surplus and undivided profits : property taken for debt 

848. Surplus and undivided profits : discount on sale of bonds 

849. Surplus and undivided profits : miscellaneous 

850. Surplus and undivided profits: current profits 

851. Intangible property paid in 

852. Percentage of inadmissible assets 

853. Changes in invested capital during year 

854. Computation of average invested capital 

855. Invested capital for full year or less 

856. Illustration of return for fractional part of year 

857. Method of determining available net income 

858. Effect of ordinary dividend 

859. Effect of stock dividend 

860. Impairment of capital 

861. Surrender of stock 

862. Purchase of stock 

863. Invested capital and other measures of capital 

864. Affiliated corporations : invested capital 

865. Affiliated corporations : intangible property paid in 

866. Affiliated corporations : inadmissible assets 

867. Affiliated corporations: stock of subsidiary acquired for cash 

868. Affiliated corporations: stock of subsidiary acquired for stock 

869. Affiliated corporations: invested capital for pre-war period 
Section 327. Special cases 

Article 901. Treatment of special cases 
Section 328. Computation of tax in special cases 

Article 911. Computation of tax in special cases 

912. Determination of first installment of tax in special cases 
Section 330. Reorganizations 

Article 931. Scope of reorganizations 

932. Net income and invested capital of predecessor partnership 

or individual 

933. Election to be taxed as corporation 

934. Adjustment for asset differently valued in pre-war invested 

capital 
Section 331. Valuation of assets upon reorganization 

Article 941. Valuation of asset upon change of ownership 
Section 335. Fiscal years ending in 1918 or 1919 

Article 951. Fiscal year with different rates 

952. Fiscal year of corporation ending in 1918 

953. Deductions and credits in the case of fiscal year ending in 

lVlo 

954. Fiscal year of corporation ending in 1919 

955. Illustration of computation of tax for fiscal year 
Section 336. Returns 

Article 961. Returns 
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Section 337. Sale of mineral deposits 

Article 971. Tax on sale of mineral deposits 

972. Illustration of computation of tax 

PART III 

Administrative Provisions 

Section 250. Payment of taxes 
Article 1001. Time for payment of tax 

1002. Payment of tax when no proper return 

1003. Interest on tax 

1004. Penalty for failure to file return 

1005. Penalty for understated return 

1006. Penalty for nonpayment of tax 

1007. Notice and demand of payment 

1008. Collection of tax by suit 

1009. Collection of tax by distraint 

1010. Enforcement of tax lien by bill in equity 

1011. Compromise of tax cases 

1012. Assessment of tax 

1013. Declaration of termination of taxable period 
Section 251. Receipts for taxes 

Article 1021. Receipts for tax payments 
Section 252. Refunds 
Article 1031. Authority for abatement and refund of taxes 

1032. Claims for abatement of taxes erroneously assessed 
. 1033. Claims for abatement of uncollectible taxes 

1034. Claims for refund of taxes erroneously collected 

1035. Suits for recovery of taxes erroneously collected 

1036. Claims for refund of sums recovered by suit 
Section 253. Penalties 

Article 1041. Specific penalties 
Section 254. Returns of payments of dividends 

Article 1051. Return of information as to payments of dividends 
Section 255. Returns of brokers 

Article 1061. Return of information by brokers 
Section 256. Information at source 

Article 1071. Return of information as to payments of $1,000 

1072. Information as to payments to employees 

1073. Cases where no return of information is required 

1074. Return of information as to interest on corporate bonds 

1075. Return of information as to payments to nonresident aliens 

1076. Source of information as to foreign items 

1077. Owership certificates for foreign items 

1078. Return of information as to foreign items 

1079. Information as to actual owner 
Section 257. Returns to be public records 

Article 1091. Inspection of returns 

1092. Inspection of returns by state 

1093. Inspection of returns by stockholder 

1094. Penalties for disclosure of returns 
Section 258. Publication of statistics 

Article 1101. Statistics of income 
Section 259. Collection of foreign items 

Article 1111. License to collect foreign items 
Section 260. Citizens of United States possessions 

Article 1121. Status of citizen of United States possession 
Section 261. Porto Rico and Philippine Islands 

Article 1131. Income tax in Porto Rico and Philippine Islands 
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1132. Taxation of individuals between United States and Porto 

Rico and Philippine Islands 

1133. Taxation of corporations between United States and Porto 

Rico and Philippine Islands 

PART IV 

Definitions and General Provisions 

Section 1. General definitions 
Article 1501. Persons 

1502. Associations 

1503. Association distinguished from partnership 

1504. Association distinguished from trust 

1505. Limited partnership as partnership 

1506. Limited partnership as corporation 

1507. Joint ownership and joint adventure 
1506. Domestic and foreign persons 

Section 200. Definitions 
Article 1521. Fiduciary 

1522. Fiduciary distinguished from agent 

1523. Personal service corporation 

1524. Personal service corporation: certain corporations excluded 

1525. Personal services rendered by personal service corporation 

1526. Personal services rendered by personal service corporation : 

more than one business 

1527. Activities of stockholders of personal service corporation 

1528. Activities of stockholders of personal service corporation: 

conduct of affairs 

1529. Activities of stockholders of personal service corporation: 

stock interest required 

1530. Activities of stockholders of personal service corporation: 

change in ownership 

1531. Capital of personal service corporation 

1532. Capital of personal service corporation : inference from use 

1533. "Taxable year/' "withholding agent," and "paid" 
Section 201. Dividends 

Article 1541. Dividends 

1542. Distributions which are not dividends 

1543. Dividends paid in property 

1544. Stock dividends 

1545. Stock dividends of 1918 

1546. Sale of stock received as dividend 

1547. Distribution in liquidation 

1548. Distribution from depletion or depreciation reserve 
Section 202. Basis for determining gain or loss 

Article 1561. Basis for determining gain or loss from sale 

1562. Sale of property acquired by gift 

1563. Exchanges of property 

1564. Determination of gain or loss from exchange of property 

1565. Exchange for different kinds of property 

1566. Exchange of stock for other stock of no greater greater 

par value 

1567. Exchange of stock for other stock of greater par value 
Section 203. Inventories 

Article 1581. Need of inventories 

1582. Valuation of inventories 

1583. Inventories at cost 

1584. Inventories at market 

1585. Inventories by dealers in securities 
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Section 204. Net losses 
Article 1601. Scope of net losses 

1602. Claim for allowance of net loss 

1603. Allowance of net loss 
Section 205. Fiscal year with different rates 

Article 1621. Fiscal year with different rates 

1622. Fiscal year of corporation ending in 1918 

1623. Deductions and credits in the case of fiscal year ending in 

1918 

1624. Fiscal year of individual ending in 1918 

1625. Fiscal year of corporation or individual ending in 1919 
Section 206. Parts of income subject to rates for different years 

Article 1641. Parts of income subject to rates for different years 
1642. Stock dividend subject to rates for different years 
Section 1301. Advisory tax board 

Article 1701. Submission of questions to advisory tax board 
1702. Procedure before advisory tax board 
Section 1305. Extension of existing statutes 

Article 1711. Aids to collection of tax 
Section 1313. Fractional part of cent 

Article 1721. When fractional part of cent may be disregarded 
Section 1314. Medium of payment of tax 

Article 1731. Payment of tax by certificates of indebtedness 

1732. Procedure with respect to certificates of indebtedness 

1733. Payment of tax by uncertified checks 

1734. Procedure with respect to dishonored checks 
Section 1318. Jurisdiction of district courts 

Section 1320. Deposit of United States bonds as security 
Section 1400. Repeal of former acts 
Section 1402. Validating provision 
Section 1405. Citation of act 
Section 1408. Inspection of government contracts 
Section 1309. Authority for regulations 
Article 1800. Promulgation of regulations 

PART I. 

Income Tax on Individuals 

Art 21. Meaning of net income. — Tax imposed by the statute is upon 
income. In the computation of the tax various classes of income must be 
considered: (a) Income (in the broad sense), meaning all wealth which 
flows in to the taxpayer other than as a mere return of capital. It includes 
the forms of income specifically described as "gains and profits," including 
gains derived from the sale or other disposition of capital assets. It is not 
limited to cash alone, for the statute recognizes as income-determining 
factors other items, among which are inventories, accounts receivable, 
property exhaustion and accounts payable for expenses incurred. See 
sections 202 (a), 213 (a), and 214 (a) of the statute, (b) Gross income, 
meaning income (in the broad sense) less income which is by statutory 
provision or otherwise exempt from the tax imposed by the statute. See 
section 213. (c) Net income, meaning gross income less statutory deduc- 
tions. The statutory deductions are in general, though not exclu- 
sively, expenditures, other than capital expenditures, connected with 
the production of income. See sections 214 and 215 (d) Net 
income less credits. See section 216 and articles 301-305. The 
surtax is imposed upon net income; the normal tax upon net income 
less credits. Though taxable net income is wholly a statutory conception 
it follows, subject to certain modifications as to exemptions and as to 
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some of the deductions, the lines of commercial usage. Statutory "net 
income is, subject to those modifications, commercial "net income." This 
appears from the fact that ordinarily it is to be computed in accordance 
with the method of accounting regularly employed in keeping the books 
of the taxpayer. For instances in which net income is not to be computed 
in accordance with the taxpayer's method of accounting see articles 22 and 
23. As to net income of corporations see sections 232-236 of the statute. 

Art. 22. Computation of net income. — Net income must be computed 
with respect to a fixed period. Ordinarily that period is twelve months 
and is known as the "taxable year." Items of income and of expenditures 
which as gross income and deductions are elements in the computation of 
net income need not be in the form of cash. It is sufficient that such items, 
if otherwise properly included hi the computation, can be valued in terms 
of money. The time as of which any item of gross income or any deduc- 
tion is to be accounted for must be determined in the light of the funda- 
mental rule that the computation shall be made in such a manner as clearly 
reflects the taxpayer's income. If the method of accounting regularly em- 
iloved by him in keeping his books clearly reflects his income, it is to be 
'ollowed with respect to the time as of which items of gross income and 
deductions are to be accounted for. If the taxpayer does not regularly 
employ a method of accounting which clearly reflects his income, the com- 
putation shall be made in such manner as in the opinion of the commis- 
sioner clearly reflects it. 

Art. 23. Bases of computation. — Approved standard methods of ac- 
counting will ordinarily be regarded as clearly reflecting income. A method 
of accounting will not, however, be regarded as clearly reflecting income 
unless all items of gross income and all deductions are treated with rea- 
sonable consistency. See section 200 of the statute for definitions of 
•'paid," "paid or accrued," and "paid or incurred." All items of gross in- 
come shall be included in the gross income for the taxable year in which 
they are received by the taxpayer, and deductions taken accordingly, 
unless in order clearly to reflect income such amounts are to be properly 
accounted for as of a different period. See section 213 of the statute. A 
taxpayer is deemed to have received items of gross income which have been 
credited or made available to him without restriction. On the other hand, 
appreciation in value of property is not even an accrual of income to a 
taxpaper prior to the realization of such appreciation through conversion 
of the property. 

Art 24. Methods of accounting. — It is recognized that no uniform 
method of accounting can be prescribed for all taxpayers, and the law 
contemplates that each taxpayer shall adopt such forms and systems of 
accounting as are in his judgment best suited to his purpose. Each taxpayer 
is required by law to make a return of his true income. He must, there- 
fore, maintain such accounting records as will enable him to do so. See 
section 1305 of the statute and article 1711. Among the essentials are the 
following : 

(1) In all cases in which the production, purchase or sale of mer- 
chandise of any kind is an income-producing factor inventories of the 
merchandise on hand (including finished goods, work in process, raw 
materials and supplies) should be taken at the beginning and end of the 
year and used in computing the net income of the year; 

(2) Expenditures made during the year should be properly classified as 
between capital and income, that is to say that expenditures for items of 
plant, equipment, etc, which have a useful life extending substantially 
beyond the year should be charged to a capital account and not to an 
expense account; and 

(3) In any case in which the cost of capital assets is being recovered 
through deductions for wear and tear, depletion or obsolescence any ex- 
penditure (other than ordinary repairs) made to restore the property or 
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prolong its useful life should be charged against the property account or 
the appropriate reserve and not against current expenses. 

Art 31. What included in gross income.— Gross income includes in 
general compensation for personal service, professional and business in- 
come, profits from sales of property, interest, rent, dividends, and gains, 
profits and income derived from any source whatever, unless exempt from 
tax by law. Profits derived from sales in foreign commerce are taxable. 
Income may be in the form of cash or of property. See sections 201 and 
202 of the statute and articles 1541-1548 and 1561-1567. 

Art 33. Long term contracts. — Persons engaged in contracting opera- 
tions, who have uncompleted contracts, in some cases perhaps running for 
periods of several years, will be allowed to prepare their returns so that 
the gross income will be arrived at on the basis of completed work; that 
is, on jobs which have been finally completed any and all moneys received 
in payment will be returned as income for the year in which the work was 
completed. If the gross income is arrived at by this method, the deduction 
from gross income should be limited to the expenditures made on account 
of such completed contracts. Or the percentage of profit from the contract 
may be estimated on the basis of percentage of completion, in which case 
the income to be returned each year during the performance of the con- 
tract will be computed upon the basis of the expenses incurred on such 
contract during the year; that is to say, if one-half of the estimated ex- 
penses necessary to the full performance of the contract are incurred 
during one year, one-half of the gross contract price should be returned 
as income for that year. Upon the completion of a contract if it is found 
that as a result of such estimate or apportionment the income of any year 
or years has been overstated or understated, the taxpayer should file 
amended returns for such year or years. 

Art. 36. Sale of stock. — When shares of stock in a corporation are sold 
from lots purchased at different times and at different prices and the 
identity of the lots can not be determined, the stock sold shall be charged 
against the earliest purchases of such stock. The excess of the amount 
realized on the sale over the cost of the stock, or its fair market value 
as of March 1, 1913, if purchased before that date, will be the profit to be 
accounted for as income. 

Art. 39. Sale of personal property on the installment plan. — Dealers in 
personal property ordinarily sell either for cash, or on the personal credit 
of the buyer, or on the installment plan. The general purpose and effect 
being the same in all plans, it is desirable that a uniformly appli- 
cable rule be established. The rule prescribed is that in the sale 
or contract for sale of personal property on the installment plan, whether 
or not title remains in the vendor until the propetry is fully paid for, the 
income to be returned by the vendor will be that proportion of each install- 
ment payment which the gross profit to be realised when the property is 
paid for bears to the gross contract price. 

Art 40. Sale of real estate in lots. — Where a tract of land is pur- 
chased with a view to dividing it into lots or parcels of ground to be sold 
as such, the entire value as of March 1, 1913, or cost, if acquired subse- 
quently to that date, shall be equitably apportioned to the several lots or 
parcels and made a matter of record in the books of the taxpayer, to the 
end that any gain derived from the sale of any such lots or parcels may 
be returned as income for the year in which the sale was made. This rule 
contemplates that there will be a measure of gain or loss in every lot or 
parcel sold, and does not contemplate that the capital invested in the entire 
tract shall be extinguished before any taxable income shall be returned. 
The sale of each lot or parcel will be treated as a separate transaction and 
the gain or loss will be accounted for accordingly. 

Art. 105. Compensation for personal services. — Among the ordinary 
and necessary expenses paid or incurred in carrying on any trade or busi- 

285 



Digitized by CjOOQIC 



The Journal of Accountancy 

ness may be included a reasonable allowance for salaries or other com- 
pensation for personal services actually rendered. The test of deducti- 
bility in the case of compensation payments is whether they are reason* 
able and are in fact payments purely for services. 

Art. 107. Bonuses to employees.--Gifts or bonuses to employees will 
constitute allowable deductions from gross income when such payments 
are made in good faith and as additional compensation for the services 
actually rendered by the employees, provided such payments, when added 
to the stipulated salaries, do not exceed a reasonable compensation for 
the services rendered. Donations made to employees and others, which 
do not have in them the element of compensation or are in excess of 
reasonable compensation for services, are considered gratuities and are 
not deductible from gross income. 

Art. 108. Pensions. — Amounts paid for pensions to retired employees 
or to their families or others dependent upon them, or on account of 
injuries received by employees, and lump sum amounts paid as compensa- 
tion for injuries are proper deductions as ordinary and necessary expenses. 

Art. 109. Rentals. — Where a leasehold is acquired for a specified sum, 
the purchaser may take as a deduction in his return an aliquot part of such 
sum each year, based on the number of years the lease has to run. Taxes 
paid by a tenant to or for a landlord for business property are additional 
rent and constitute a deductible item to the tenant and taxable income to 
the landlord, the amount of the tax being deductible by the latter. The 
cost of erecting buildings or permanent improvements on ground leased 
by a taxpayer is additional rental and is therefore a proper deduction 
from gross income, provided such buildings and improvements under the 
terms of the lease revert to the owner of the ground at the expiration of 
the lease. In such a case the cost will be prorated according to the number 
of years constituting the term of the lease. The lessee will not be per- 
mitted to deduct from gross income any depreciation with respect to such 
buildings, but the cost of incidental repairs necessary to keep them in an 
efficient condition for the purposes of their use may be deducted. If, 
however, the life of the improvement is less than the life of the lease, 
depreciation may be taken by the lessee instead of treating the cost as rent 

Art 111. Time for deduction of charges. — Each year's return, so far 
as practicable, both as to gross income and deductions therefrom, should 
be complete in itself, and taxpayers are expected to make every reason- 
able effort to ascertain the facts necessary to make a correct return. The 
expenses, liabilities, or deficit of one year can not be used to reduce the 
income of a subsequent year. A person making returns on an accrued 
basis has the right to deduct all authorized allowances, whether paid in 
cash or set up as a liability, and it follows that if he does not within any 
year pay or accrue certain of his expenses, interest, taxes, or other charges, 
and makes no deduction therefor, he can not deduct from the income of 
the next or any subsequent year any amounts then paid in liquidation of 
the previous year's liabilities. A loss from theft or embezzlement occur- 
riner in one year and discovered in another is deductible only for the year 
of its occurrence. Any amount paid pursuant to a judgment or otherwise 
on account of damages for personal injuries, patent infringement, or 
otherwise, is deductible from gross income when the claim is liquidated 
or put in judgment or actually paid, less any amount of such damages as 
may have been compensated for by insurance or otherwise. If subse- 
quently thereto, however, a taxpayer has for the first time ascertained the 
amount of a loss sustained during a prior taxable year and not deducted 
from the gross income therefor, he may render an amended return for 
such preceding taxable year, including such amount of loss in the deduc- 
tions from gross income, and may file a claim for refund of the excess 
tax paid by reason of the failure to deduct such loss in the original return. 
See section 252 of the statute and articles 1031-1036. 
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Art. 121. Interest paid or accrued within the year on indebtedness 
may be deducted from gross income. But interest on indebtedness in- 
curred or continued to purchase or carry securities, such as municipal 
bonds, the interest upon which is exempt from tax, is not deductible. 
However, this exception does not apply to obligations of the United States 
issued after September 24, 1017, which include the Liberty bonds of the 
second and subsequent issues, and interest on indebtedness incurred to 
purchase such obligations is deductible pursuant to the general rule. Pay- 
ments made for Maryland or Pennsylvania ground rents are not deductible 
as interest. 

Art. 122. Interest on capital. — Interest calculated as being a charge 
against income on account of capital or surplus invested in the business, 
but which does not represent a payment on an interest-bearing obligation, 
is not an allowable deduction from gross income; that is to say, the inter- 
est which the money might earn if otherwise invested is not a deductible 
charge against income. 

Art. 143. Extraordinary obsolescence. — When through some change 
in business conditions the usefulness in the business of some or all of the 
capital assets is suddenly terminated, so that the taxpayer discontinues the 
business or discards such assets permanently from use in the business, he 
may claim as a loss for the year in which he takes such action the differ- 
ence between the cost or value as of March 1, ig 1 3, of any asset so dis- 
carded (less any depreciation allowances) and its salvage value remaining. 
This exception to the rule requiring a sale or other disposition of property 
in order to establish a loss requires proof of some unforeseen cause by 
reason of which the property must be prematurely discarded, as, for ex- 
ample, where machinery or other property must be replaced by a new in- 
vention, or where an increase in the cost of or other change in the manu- 
facture of any product makes it necessary to abandon such manufacture, to 
which special machinery is exclusively devote'd, or where new legislation 
directly or indirectly makes the continued profitable use of the property 
impossible. This exception does not extend to a case where the useful 
life of property terminates solely as a result of those gradual processes for 
which depreciation allowances are authorized. It does not apply to in- 
ventories or to other than capital assets. The exception applies to build- 
ings only when they are permanently abandoned or permanently devoted 
to a radically different use, and to machinery only when its use as such 
is permanently abandoned Any loss to be deductible under this exception 
must be charged off on the books and fully explained in returns of in- 
come. This article is not intended to cover cases calling for the applica- 
tion of articles 181-187. 

Art 144. Shrinkage in securities and stocks. — A person possessing 
securities, such as stocks and bonds, can not deduct from gross income 
any amount claimed as a loss on account of the shrinkage in value of such 
securities through fluctuation of the market or otherwise. The loss allow- 
able in such cases is that actually suffered when the securities mature or 
are disposed of. See, however, article 154. In the case of banks or other 
corporations which are subject to supervision by state or federal authori- 
ties, and which in obedience to the orders of such supervisory officers 
charge off as losses amounts representing an alleged shrinkage in the 
value of property, the amounts so charged off do not constitute allowable 
deductions. The foregoing applies only to owners and investors, and not 
to dealers in securities, as to whom see article 1585. However, if stock 
of a corporation becomes worthless, its cost or its fair market value as of 
March 1, 1913, if acquired prior thereto, may be deducted by the owner in 
the taxable year in which the stock was ascertained to be worthless and 
charged off, provided a satisfactory showing of its worthlessness be made 
as in the case of bad debts. See article 151. 
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Art 151. Bad debts.— Accounts merely written down and debts recog- 
nized as worthless prior to the beginning of the taxable year are not de- 
ductible. Where all the surrounding and attendant circumstances indicate 
that a debt is worthless and uncollectible and that legal action to enforce 
payment would in all probability not result in the satisfaction of execution 
on a judgment, a showing of tnese facts will be sufficient evidence of the 
worthlessness of the debt for the purpose of deduction. Bankruptcy may 
or may not be an indication of the worthlessness of the debt, and actual 
determination of worthlessness in such a case is sometimes possible before 
and at other times only when a settlement in bankruptcy shall have been 
had. Where a taxpayer ascertained a debt to be worthless and charged 
it off in one year, the mere fact that bankruptcy proceedings instituted 
against the debtor are terminated in a later year confirming the conclusion 
that the debt is worthless will not authorize shifting the deduction to such 
later year. In the case of debts existing prior to March 1, 1913, only their 
value on that date may be deducted upon subsequently ascertaining them 
to be worthless. 

Art 153. Worthless mortgage debt — Where under foreclosure a 
mortgagee buys in the mortgaged property and credits the indebtedness 
with the purchase price, the difference between the purchase price and 
the indebtedness will not be allowable as a deduction for a bad debt, for 
the property which was security for the debt stands in the place of the 
debt The determination of loss in such a situation is deferred until the 
property is disposed of. Only where a purchaser for less than the debt is 
another than the mortgagee may the difference between the debt and the 
net proceeds from the sale be deducted as a bad debt 

Art 154. Worthless securities. — Where bonds purchased before March 
1, 1913, depreciated in value between the date of purchase and that date, 
and were in a later year ascertained to be worthless and charged off, the 
owner is entitled to a deduction in that year equal to the value of the 
bonds on March 1, 1913. Bonds purchased since February 28, 1913, when 
ascertained to be worthless, may be treated as bad debts to the amount 
actually paid for them, but not exceeding their amortized value if pur- 
chased at a premium. Bonds of an insolvent corporation secured only bv 
a mortgage from which on foreclosure nothing is realized for the bond- 
holders are regarded as ascertained to be worthless not later than the year 
of the foreclosure sale, and no deduction for a bad debt is allowable in 
computing a bondholder's income for a subsequent year. To authorize a 
deduction for a bad debt on account of notes held prior to March 1, 1913, 
their value on that date must be established. 

Deductions Allowed: Depreciation. (Sec. 214, a-8.) 

Art 161. Depreciation.— A reasonable allowance for the exhaustion, 
wear and tear, and obsolescence of property used in the trade or business 
may be deducted from gross income. The proper allowance for such 
depreciation of any property used in the trade or business is that amount 
which should be set aside for the taxable year in accordance with a con- 
sistent plan by which the aggregate of such amounts for the useful life of 
the property in the business will suffice, with the salvage value, at the end 
of such useful life to provide in place of the property its cost, or its value 
as of March I, 1913, if acquired by the taxpayer before that date. 

Art 166. Method of computing depreciation allowance.— The capital 
sum to be replaced should be charged off over the useful life of the prop- 
erty either in equal annual installments or in accordance with any other 
recognised trade practice, such as an apportionment of the capital sum 
over units of production. Whatever plan or method 01 apportionment is 
adopted must fce reasonable and should be described in the return. 

Art 167. Modification of method of computing depreciation. — If it 
develops that the useful life of the property has been underestimated, the 
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plan of computing depreciation should be modified and the balance of the 
cost of the property, or its fair market value as of March i, 1913, not al- 
ready provided for through a depreciation reserve, should be spread over 
the estimated remaining life of the property. A taxpayer who in com- 
puting depreciation allowances in returns for years prior to 1918 has not 
taken ordinary obsolescence into consideration may for the year 1918 and 
subsequent years revise the estimate of the useful life of any property so as 
to allow for such future obsolescence as may be expected from experience to 
result from the normal progress of the art No modification of the 
method should be made on account of changes in the market value of the 
property from time to time, such as, on the one hand, loss in rental value 
of buildings due to deterioration of the neighborhood, or, on the other, 
appreciation due to increased demand. The conditions affecting such 
market values should be taken into consideration only so far as they 
affect the estimate of the useful life of the property. 

Art 170. Charging off depreciation. — A depreciation allowance, in 
order to constitute an allowable deduction from gross income, must be 
charged off. The particular manner in which it shall be charged off is not 
material, except that the amount measuring a reasonable allowance for 
depreciation must be either deducted directly from the book value of the 
assets or preferably credited to a depreciation reserve account, which 
must be reflected in the annual balance-sheet. The allowances should be 
computed and charged off with express reference to specific items, units, 
or groups of property, each item or unit being considered separately or 
specifically included in a group with others to which the same factors 
apply. The taxpayer should keep such records as to each item or unit of 
depreciable property as will permit the ready verification of the factors 
used in computing the allowance for each year for each item, unit or group. 

Art 181. Property the cost of which may be amortized. — The tax- 
payer may make a reasonable deduction from gross income not in excess 
of a sum sufficient to extinguish the cost of buildings, machinery, equip- 
ment, or other facilities constructed, erected, installed, or acquired on or 
after April 6, 1917, for the production of articles contributing to the 
prosecution of the present war, and of vessels constructed or acquired on 
or after such date for the transportation of articles or men contributing 
to the prosecution of the present war. A deduction on account of amor- 
tization will be allowed only in the case of enterprises or projects falling 
within the class of activities contributing to the prosecution of the present 
war. See also section 204 of the statute and articles 1601-1603. 

Part I — Income Tax on Individuals 

Art. 182. Cost which may be amortized. — The total amount to be 
extinguished by amortization is the difference between the original cost 
to the taxpayer of the property and its value to the taxpayer at the close 
of the amortisation period (a) for sale or (b) for use, immediate or 
prospective, as part of the plant or equipment of a going business, which- 
ever value is the larger, less any amounts otherwise deducted or deductible 
for wear, tear, obsolescence and loss. In the case of property, the con- 
struction or installation of which was commenced before April 6, 1917, 
and completed subsequently to that date, amortization will be allowed with 
respect only to the cost incurred on or after April 6, 1917. 

Art 183. Amortization period. — The period over which the deduction 
allowed is to be spread, or during which it is to be amortized, is the 
estimated period between the date of acquisition or completion of the 
property and the date upon which either (a) the property will become 
useless or (b) the taxpayer will be able to earn by operation or use a 
normal return upon the unamortized cost, whichever date is the earlier. 

Art 184. Method of amortization. — The proportion of allowable deduc- 
tion to be allocated to each taxable year of the amortization period will be, 
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as nearly as may be determined, the same proportion which the net income 
or profit derived during such taxable year bears to the entire net income 
or profit derived during the amortization period from the operation or 
use of such property. 

Art 185. Additional requirements for amortization.— Claims for amor- 
tization must be unmistakably differentiated in the return from all other 
claims for wear, tear, obsolescence, and loss. No such claim will be 
allowed unless it is reflected in any accounts submitted by the taxpayer 
to stockholders and in any credit statements by the taxpayer to banks, 
and is given full effect on his financial books of account. 

Art. 201. Depletion of mines, oil and gas wells. — A reasonable deduc- 
tion from gross income for the depletion of natural deposits and for the 
depreciation of improvements is permitted, based (a) upon cost, if 
acquired after February 28, 1913, or (b) upon the fair market value as 
of March 1, 1913, if acquired prior thereto, or (c) upon the fair market 
value within 30 days after the date of discovery in the case of mines, oil 
and gas wells discovered by the taxpayer after February 28, 1913, where 
the fair market value is materially disproportionate to the cost The 
essence of this provision is that the owner of such property, whether it be 
a leasehold or freehold, shall secure through an aggregate of annual 
depletion and depreciation deductions a return of the amount of capital 
invested by him in the property, or in lieu thereof an amount equal to 
the fair market value as of March 1, 1913, of the properties owned prior 
to that date, or an amount equal to the fair market value within 30 days 
after the date of discovery of mines, oil or gas wells discovered by the 
taxpayer on or after March 1, 1913, and not acquired as the result of 
purchase of a proven tract or lease, where the fair market value of the 
property is materially disproportionate to the cost; plus in any case the 
subsequent cost of plant and equipment (less salvage value), and under- 
ground and overground development, which is not chargeable to current 
operating expense, but not including land values for purposes other than 
the extraction of minerals. Operating owners, lessors, and lessees are 
entitled to deduct an allowance for depletion, but a stockholder in a 
mining or oil or gas corporation is not. 

Art. 227. Depletion of timber. — A reasonable deduction from gross 
income for the depletion of timber and for the depreciation of improve- 
ments is permitted, based (a) upon cost if acquired after February 28, 
1913, or (b) upon the fair market value as of March 1, 1913, if acquired 
prior thereto. The essence of this provision is that the owner of timber 
property, whether it be a leasehold or a freehold, shall secure through an 
aggregate of annual depletion and depreciation deductions a return of the 
amount of capital invested by him in the property, or in lieu thereof an 
amount equal to its fair market value as of March 1, 1913, plus in any 
case the subsequent cost of plant, equipment, and development which 
is not chargeable to current operating expenses, but not including cut-over 
land values. 

Deductions Allowed: Loss in Inventory (Sec. 214, a-12) 
Art. 261. Loss in value of inventory. — Losses under this paragraph 
relate only to a redetermination of the value of inventories taken at the 
close of the taxable year 1918. Such redetermination of value may be 
made (a) before the date of filing a return for that year, in which case 
the claim should be filed with the return, or (b) if no such claim is filed 
with the return, a claim may be filed subsequently thereto with the 
collector. Each claim should state the name and address of the taxpayer 
and should contain a concise statement of the amount of the loss sus- 
tained and the basis upon which it has been computed, together with all 
pertinent facts necessary to enable the commissioner to determine the 
allowability of the claim. Each claim should be supported by an affidavit, 
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and after one claim has been allowed no further claim can be considered 
To be allowed such inventory loss must be substantial in amount and 
represent either (a) a realization by sale of goods taken in the inventory 
or (b) a shrinkage in market price (and such shrinkage must show sound 
evidence of permanency) of goods taken in the inventory and unsold at 
the date of the claim. In determining whether a loss has been realized 
by the sale of goods taken in the inventory, all sales made subsequent 
to the date of the inventory will be deemed to have been made from the 
inventoried stock until such inventoried stock is exhausted. No claim will 
be allowed for any loss of anticipated profits. 

Art 431. Return when accounting period changed. — No return can 
be made for a period of more than 12 months. A separate return for 
a fractional part of a year is therefore required wherever there is a 
change, with the approval of the commissioner, in the basis of computing 
net income or wherever a taxpayer makes his first return of income on 
the basis of a fiscal year. 

Time and Place for Filing Return (Sec. 227) 

Art 441. Time for filing return. — Returns of income must be made 
on or before the fifteenth day of March following the taxable year, 
except that returns on the basis of a fiscal year other than the calendar 
year must be made on or before the fifteenth day of the third month 
following the close of the fiscal year. 

PART II A. 

Income Tax on Corporations. 

Tax on Corporations (Sec. 230). 

Art. 531. Net income. — The net income of corporations is determined 
in general in the same manner as the net income of individuals, but the 
deductions allowed corporations are not precisely the same as those 
allowed individuals. See sections 233, 234 and 235 of the statute. The 
net income of corporations is computed on the same basis as to accounting 
periods as the net income of individuals. See sections 212 and 226 and 
articles 21-26 and 431. 

Art. 541. Gross income. — The gross income of a corporation for 
the purpose of the tax in general includes and excludes the same things 
as the gross income of an individual. 

Art. 542. Sale of capital stock. — The proceeds from the original sale 
by a corporation of its shares of capital stock, whether such proceeds are 
in excess of or less than the par value of the stock issued, constitute the 
capital of the company. If the stock is sold at a premium, the premium is 
not income. Likewise, if the stock is sold at a discount, the amount of 
the discount is not a loss deductible from gross income. If, for the pur- 
pose of enabling a corporation to secure working capital or for any other 
purpose, the stockholders donate or return to the corporation to be resold 
by it certain shares of stock of the company previously issued to them, 
the sale of such stock will be considered a capital transaction and the 
proceeds of such sale will be treated as capital and will not constitute 
income of the corporation. If, however, treasury stock, meaning stock 
previously issued by the corporation and repossessed by it through pur- 
chase or otherwise and then carried on its books as an asset, is resold at 
a price in excess of its cost or value upon repossession, such excess shall 
be returned as income for the year in which resold. Unissued stock is 
not treasury stock. A corporation realises no gain or loss from the pur- 
chase of its own stock. 

Art. 543. Contributions by stockholders. — Where a corporation requires 
additional funds for conducting its business and obtains such needed 
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money through voluntary pro rata payments by its stockholders, the 
amounts so received being credited to its surplus account or to a special 
capital account, such amounts will not be considered income, although 
there is no increase in the outstanding shares of stock of the corporation. 
The payments in such circumstances are in the nature of voluntary assess- 
ments upon, and represent an additional price paid for, the shares of stock 
held by the individual stockholders, and will be treated as an addition to 
and as a part of the operating capital of the company. The cancellation 
by a stockholder of indebtedness owing from the corporation usually has 
the effect of increasing the capital and surplus of the corporation and not 
of producing income. See articles 838 and 860. 

Art. 544. Sale of capital assets. — Where property is acquired and later 
sold for a higher price, the gain on the sale is income 

Art. 561. Allowable deductions. — In general the deductions from gross 
income allowed corporations are the same as allowed individuals, except 
that corporations may deduct dividends received from other corporations 
subject to the tax and may not deduct charitable contributions, and that 
insurance companies are permitted special deductions. See section 214 of 
the statute. Particularly, as to business expenses see articles 101-112; as 
to interest paid see articles 121 and 122; as to taxes paid see articles 
131-134; as to losses see articles 141-145; as to bad debts see articles 
151-154; as to depreciation see articles 161-172; as to amortization see 
articles 181-187; as to depletion see articles 201-233; and as to loss in 
inventory see article 261. 

Art. 562. Donations. — Donations made by a corporation for purposes 
connected with the operation of its business, when limited to charitable 
institutions, hospitals or educational institutions conducted for the benefit 
of its employees or their dependents, are a proper deduction as ordinary 
and necessary expenses. 

Art 564. Effect of tax-free covenant in bonds. — Corporations may 
deduct taxes from gross income to the same extent as individuals, except 
that in the case of corporate bonds or obligations containing a tax-free 
covenant clause, the corporation paying a tax, or any part of it, whether 
federal, state or otherwise, for some one else pursuant to its agreement 
is not entitled to deduct such payment from gross income on any ground. 

Art. 566. Discount on corporate bonds. — Where a corporation sells 
its bonds at a discount, the amount of such discount, together with any 
commission for selling and other expenses incidental to issuing the bonds, 
constitutes a loss which should be prorated over the life of the bonds 
sold. The amount thus apportioned to each year will be deductible from 
the gross income of each such year until the bonds shall have been paid 
or redeemed. See article 848. 

Art. 567. Retirement of corporate bonds. — Where a corporation under 
the terms of its indenture securing an issue of bonds is required annually 
or at specified periods to purchase and retire a certain number of its 
bonds and in doing so pays more than the issuing price of the bonds, the 
loss sustained is an allowable deduction from gross income for the year 
in which such purchase is made under the following conditions: 

(1) If the bonds were sold at face value, then the loss is the difference 
between the face value and the price at which they were repurchased for 
retirement. 

(2) If the bonds were sold at a premium or at a discount, then the 
loss is the difference between the price at which the bonds were sold 
and the price at which they were repurchased, plus, in the case of bonds 
sold at a premium, the amount of such premium already returned as in- 
come, or minus, in the case of bonds sold at a discount, the amount of 
such discount already deducted as a loss. 
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When a corporation sets aside a part of its earnings for the purpose 
of creating a sinking fund with which to retire its bonded or other 
indebtedness, the annual additions to such funds are not allowable deduc- 
tions from gross income. 

Art. 621. Returns. — Every corporation not expressly exempt from tax 
and every personal service corporation must make a return of income, 
regardless of the amount of its net income. In the case of ordinary 
corporations the return shall be on form 1120. For returns of insurance 
companies see article 623 ; of personal service corporations see article 624 ; 
of foreign corporations see article 625; and of affiliated corporations see 
section 240 of the statute and articles 631-638. A corporation having an 
existence during any portion of a taxable year is required to make a 
return. 

Art 624. Returns of personal service corporations. — Every personal 
service corporation must make a return of income, regardless of the 
amount of its net income. The return shall be on form 1065 (revised). 
It shall be made for the taxable year of the personal service corporation; 
that is, for its annual accounting period (fiscal year or calendar year, as 
the case may be), regardless of the taxable years of its stockholders. See 
sections 200, 212, and 218 of the statute and articles 1523-1532, 25, 26, and 
325-333. 

Art. 625. Returns of foreign corporations. — Every foreign corporation 
having income from sources within the United States must make a return 
of income on form 1120. If such a corporation has no office or place of 
business here, but has a resident agent, he shall make die return. It is 
not necessary, however, for it to be required to make a return that the 
foreign corporation shall be engaged in business in this country or that 
it have any office branch or agency in the United States. See article 548. 

Art 631. Affiliated corporations. — The provision of the statute re- 
quiring affiliated corporations to file consolidated returns is based upon 
the principle of levying the tax according to the true net income and 
invested capital of a single business enterprise, even though the business 
is operated through more than one corporation. Where one corporation 
owns the capital stock of another corporation or other corporations, or 
where the stock of two or more corporations is owned by the same inter- 
ests, a situation results which is closely analogous to that of a business 
maintaining one or more branch establishments. In the latter case, because 
of the direct ownership of the property, the invested capital and net 
income of the branch form a part of the invested capital and net income 
of the entire organization. Where such branches or units of a business are 
owned and controlled through the medium of separate corporations, it is 
necessary to require a consolidated return in order that the invested capital 
and net income of the entire group may be accurately determined. Other- 
wise opportunity would be afforded for the evasion of taxation by the 
shifting of income through price fixing, charges for services and other 
means by which income could be arbitrarily assigned to one or another 
unit of the group. In other cases without a consolidated return excessive 
taxation might be imposed as a result of purely artificial conditions exist- 
ing between corporations within a controlled group. See articles 785, 791, 
802, and 864-869. 

Art 632. Consolidated returns. — Affiliated corporations, as defined in 
the statute and in article 633, are required to file consolidated returns on 
form 1120. The consolidated return shall be filed by the parent or prin- 
cipal corporation in the office of the collector of the district in which it 
has its principal office. Each of the other affiliated corporations shall file 
in the office of the collector of its district form 1122, along with the 
several schedules indicated thereon. 

Art. 633. When corporations are affiliated. — Corporations will be 
deemed to be affiliated (a) when one corporation owns directly or controls 
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through closely affiliated interests or by a nominee or nominees substan- 
tially all the stock of the other or others, or (b) when substantially all 
the stock of two or more corporations is owned or controlled by the same 
interests. The words "substantially all the stock" shall be deemed to 
mean 95 per cent or more of the outstanding voting capita] stock (not 
including stock in the treasury) at the beginning of and during the taxable 
year. When the stock ownership falls below 95 per cent, but is in excess 
of 50 per cent, a full disclosure of affiliations shall be made, and if it 
appears that the taxes can not be equitably assessed in such cases on the 
basis of separate returns, consolidated returns may be required. The 
words "by the same interests" shall be deemed to mean the same indi- 
vidual or partnership or the same individuals or partnerships, but when 
the stock of two or more corporations is owned by two or more individuals 
or by two or more partnerships a consolidated return is not required unless 
the percentage of stock held by each individual or each partnership is 
substantially the same in each of the affiliated corporations. 

PART II B. 
War Profits and Excess Profits Tax 

Art. 811. Intangible and tangible property. — "Intangible property" 
includes patents and goodwill and other like property. "Tangible prop- 
erty" includes all property other than intangible property. Most contracts 
are intangible property and in the absence of a specific ruling by the 
commissioner to the contrary should be so regarded for the purpose of 
making returns. A contract may be treated as tangible property only 
after the submission of a full statement as to its exact nature showing 
to the satisfaction of the commissioner that it relates to rights in tangible 
property to such an extent that its value arises chiefly therefrom. Asso- 
ciated Press, United Press and similar franchises and subscription lists 
and mailing lists are intangible property. 

Art. 812. Borrowed capital: securities. — Any interest in a corporation 
represented by bonds, debentures or other securities, by whatever name 
called, including so-called preferred stock, if with respect to the payment 
of either interest or principal it ranks with or prior to the interest of 
the general creditors, is borrowed capital and cannot be included in com- 
puting invested capital. Any such preferred stock may, however, b% so 
included if it is deferred with respect to the payment of both interest and 
principal to the interest of the general creditors. 

Art. 813. Borrowed capital; amounts left in business. — Whether a 
given amount paid into or left in the business of a corporation constitutes 
borrowed capital or paid-in surplus is largely a question of fact Thus, 
indebtedness to stockholders actually cancelled and left in the business 
would ordinarily constitute paid-in surplus, while amounts left in the 
business representing salaries of officers in excess of their actual with- 
drawals, or deposit accounts in favor of partners in a partnership suc- 
ceeded by the corporation, will be considered paid-in surplus or borrowed 
capital according to the facts of the particular case. The general principle 
is that if interest is paid or is to be paid on any such amount, or if the 
stockholder's or officer's right to repayment of such amount ranks with or 
before that of the qeneral creditors, the amount so left with the corpora- 
tion must be considered as borrowed capital and be so treated in com- 
puting invested capital. 

Art. 814. Borrowed capital ; other illustrations. — Items such as deposits 
or amounts due to other banks shown in the balance-sheet of a bank, 
unexpired subscriptions shown in the balance-sheet of a publishing con- 
cern, etc., are deemed liabilities and can not be included in computing 
invested capital. 
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Art. 815. Inadmissible assets. — Stocks, bonds and other obligations 
(other than obligations of the United States), the dividends or interest 
from which are not required to be included in computing net income, 
are inadmissible assets even though no such dividends or interest have 
been actually paid or received during the taxable year. The failure to 
pay or to receive dividends or interest does not change the status of such 
securities as inadmissible assets. A corporation can not by including the 
income from inadmissible assets as taxable income create the right to have 
such assets considered admissible assets. 

Art 818. Admissible assets. — Admissible assets include all assets other 
than inadmissible assets. Organization expenses and deferred charges 
against future income are admissible assets. For all purposes of com- 
puting invested capital admissible assets must be valued in accordance 
with the provisions of sections 326, 330 and 331 of the statute and the 
articles thereunder. 

Art 831. Meaning of invested capital. — Invested capital within the 
meaning of the statute is the capital actually paid in to the corporation by 
the stockholders, including the surplus and undivided profits, and is not 
based upon the present net worth of the assets, as shown by an appraisal 
or in any other manner. The basis or starting point in the computation 
of invested capital is found in the amount of cash and other property paid 
in, the valuation at which such other property may be included being 
determined in accordance with the statute and the regulations. The com- 
putation does not stop, however, with such original entries or amounts, 
but also takes into account the surplus and undivided profits of prior years 
left in the business. The invested capital of a corporation includes, gen- 
erally speaking, (a) the cash paid in for stock, (b) the tangible property 
paid in for stock, (c) the surplus and undivided profits, and (d) the in- 
tangible property paid in for stock (to a limited amount), less, however, 
the same proportion of such aggregate sum as the amount of inadmissible 
assets bears to the total assets. Invested capital does not include borrowed 
capital. See section 325 and articles 811-818. 

Art. 836. Tangible property paid in; value in excess of par value of 
stock. — Evidence offered to support a claim for a paid-in surplus must be 
as of the date of the payment, and may consist among other things of (a) 
an appraisal of the property by disinterested authorities made on or about 
the date of the transaction; (b) certification of the assessed value in the 
case of real estate; and (c) proof of a market price in excess of the par 
value of the stock or shares. The additional value allowed in any case 
is confined to the value definitely known or accurately ascertainable at the 
time of the payment. No claim will be allowed for a paid-in surplus in a 
case in which the additional value has been developed or ascertained 
subsequently to the date on which the property was paid in to the 
corporation, or in respect of property which the stockholders or their 
agents on or shortly before the date of such payment acquired at a 
bargain price, as for instance, at a receiver's sale. Generally, allowable 
claims under this article will arise out of transactions in which there has 
been no substantial change of beneficial interest in the property paid in to 
the corporaton, and in all cases the proof of value must be clear and 
explicit 

Art 837. Surplus and undivided profits: paid-in surplus. — Where it is 
shown by evidence satisfactory to the commissioner that tangible property 
has been paid in by a stockholder to a corporation as a gift or at a value 
definitely known or accurately ascertainable as of the date of such payment 
clearly and substantially in excess of the cash or other consideration paid 
by the corporation therefor, then the amount of the excess shall be deemed 
to be paid-in surplus. Substantially the same kind of evidence will be 
required under this article as under article 836. See further article 813. 
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Art 838. Surplus and undivided profits: earned surplus. — Only true 
earned surplus and undivided profits can be included in the computation 
of invested capital, and if for any reason the books do not properly reflect 
the true surplus such adjustments must be made as are necessary in order 
to arrive at the correct amount. In the computation of earned surplus and 
undivided profits full recognition must first be given to all expenses in- 
curred and losses sustained from the original organization of the corpora- 
tion down to the taxable year, including among such expenses and losses 
reasonable allowances for depreciation, obsolescence, or depletion of 
property (irrespective of the manner in which such property was originally 
acquired), and for the amortization of any discount on its bonds. There 
can of course be no earned surplus or undivided profits until any deficit 
or impairment of paid-in capital due to depletion, depreciation, expense, 
losses, or any other cause has been made good. Where adequate evidence 
is presented that the amounts written off or deducted in previous returns 
of net income are in the aggregate incorrect or unreasonable, adjustments 
must be made, and the taxpayer will be allowed a refund in respect of any 
taxes overpaid in prior years, or in the case of an underpayment of taxes 
will be additionally assessed. 

Art. 845. Surplus and undivided profits : reserve for income and excess 
profits taxes.-— For the purpose of computing invested capital federal in- 
come and war profits and excess profits taxes are deemed to have been paid 
out of the net income of the taxable year for which they are levied. It is 
immaterial, therefore, whether reserves for the payment of such taxes for the 
preceding year have been set up or not, or if set up whether such taxes 
when paid have actually been charged against such reserves. Amounts 
payable on account of such taxes for the preceding year may be included 
in the computation of invested capital only until such taxes become duel 
and payable. A deduction from the invested capital as of the beginning 
of the taxable year must therefore be made for such taxes or any instal- 
ment thereof, averaged for the proportionate part of the taxable year 
after the date when the tax or the instalment is due and payable. Where 
as the result of an audit by the commissioner, or the acceptance of an 
amended return, or for any other reason, the amount of any such tax for 
the preceding year is subsequently changed, a corresponding adjustment 
will be made in the invested capital for the taxable year upon the same 
basis as if the corrected amount of the tax for the preceding year had 
been used in the original computation of the invested capital for the tax- 
able year. See article 1541. 

Art. 850. Surplus and undivided profits : current profits. — Profits earned 
during any year can not be included in the computation of invested 
capital for that year, even though during the year such profits are set up 
as surplus on the books or assumed to be distributed in die form of stock 
dividends. If a dividend is declared and paid during any year out of 
the profits of that year and the stockholders pay back into the corporation 
all or a substantial part of the amount of such dividends, the amount so 
paid back can not be included in the computation of invested capital unless 
the corporation shows by evidence satisfactory to the commissioner that 
the dividends were paid in good faith and without any understanding, 
express or implied, that they were to be paid back. 

Art 851. Intangible property paid in.— The actual cash value of in- 
tangible property paid in for stock or shares must be determined in the 
light of the facts in each case. Among the factors to be considered are 
(a) the earnings attributable to such intangible assets while in the hands 
of the predecessor owner; (b) the earnings of the corporation attributable 
to the intangible assets after the date of their acquisition; (c) represen- 
tative sales of the stock of the corporation at or about the date of the 
acquisition of the intangible assets ; and (d) any cash offers for the pur- 
chase of the business, including the intangible property, at or about the 
time of its acquisition. A corporation claiming a value for intangible 
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property paid in for stock or shares should file with its return a full state- 
ment of the facts relating to such valuation. See also article 835. 

Art 852. Percentage of inadmissible assets. — For the purpose of ascer- 
taining the deductible percentage the amount of inadmissible assets held 
during the year may ordinarily be determined by dividing by two the sum 
of the amount of such assets held at the beginning of the year and the 
amount held at the end of the year. The total amount of admissible and 
inadmissible assets held during the year may ordinarily be determined by 
dividing by two the sum of the amount of such assets held at the begin- 
ning of the year and the amount at the end of the year. If at any time 
a substantial change has taken place either in the amount of inadmissible 
assets or in the total amount of admissible and inadmissible assets, the 
effect of such a change shall be averaged exactly from the date on which it 
occurred. In any case where die commissioner finds that either amount 
determined as above provided does not substantially reflect the average 
situation throughout the year, and that the amount of each kind of assets 
held on a given day of each month throughout the year or at more fre- 
quent intervals can be determined, the amount of inadmissible assets and 
the amount of both kinds of assets held during the year shall be deter* 
mined by averaging the amounts held at such several times. In making 
the computations under this article the valuation at which each asset is 
carried shall be adjusted in accordance with the provisions of the statute 
and of the regulations relating to the valuation of assets for the purpose 
of computing invested capital. It is immaterial whether such assets were 
acquired out of invested capital or out of profits earned during the year 
or borrowed capital. 

Art 853. Changes in invested capital during the year. — The invested 
capital as of the beginning of any period of one year or less should be 
adjusted by an appropriate addition or deduction for each change in in- 
vested capital during the period. The amount so added or deducted in 
each case is the amount of the change averaged for the time remaining in 
the period during which it is in effect The fraction used in finding such 
average is the number of days remaining in the period (including the 
day on which the change occurs) over the number of days in the period. 

Art. 857. Method of determining available net income. — Whether at 
the time of any payment made during the taxable year there is sufficient 
income of the taxable year available for such payment, or whether the 
surplus or undivided profits as of the beginning of the taxable year must 
be reduced by the amount of such payment, will be determined according 
to the following principles : 

(1) The aggregate amount of earnings for the taxable year available for 
all purposes up to any given date will, unless otherwise shown by the books, 
be determined upon the basis of the same proportion of the net income for 
the taxable year (as finally determined for the purpose of income and 
excess profits taxes) as the part of the year already elapsed is of the 
entire year (determined in the manner provided in article 853). 

(2) The aggregate amount available will be deemed to be applied for 
the following purposes in the order in which they are stated : (a) accrued 
federal income and war excess profits taxes for the taxable year (see 
article 845) ; (b) dividends paid after the expiration of the first sixty 
days of the taxable year (see section 201 of the statute and article 1541) ; 
and (c) other corporate purposes, including the purchase of outstanding 
stock of the corporation previously issued (see article 862). 

(3) Where the amount available is determined by prorating the? net 
income for the year, and as a result of an audit of a return by the com- 
missioner, the acceptance of an amended return or any other reason, the 
amount of the net income is subsequently changed, a corresponding ad- 
justment will be made in the invested capital in so far as it is affected 
by wis article, upon the same basis as if the corrected amount of the net 
income had been used in the original computations under this article. 
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Art. 858. Effect of ordinary dividend. — A dividend other than a stock 
dividend affects the computation of invested capital from the date when 
the dividend is payable and not from the date when it is declared, except 
that where no date is set for its payment the date when declared will be 
considered also the date when payable. For the purpose of computing 
invested capital a dividend paid after the expiration of the first sixty days 
of the taxable year will be deemed to be paid out of the net income of the 
taxable year to the extent of the net income available for such purpose 
on the date when it is payable. See article 857. The surplus and 
undivided profits as of the beginning of the taxable year will be 
reduced as of the date when the dividend is payable by the entire 
amount of any dividend paid during the first sixty days of the taxable year 
and by the amount of any other dividend in excess of the current net 
income available for its payment From the date when the dividend is 
payable the amount which the several stockholders are entitled to receive 
will be treated as if actually paid to them, whether or not it is so paid in 
fact, and the surplus and undivided profits, either of the taxable year or 
of the preceding years, will in accordance with the foregoing provisions 
be deemed to be reduced as of that date by the full amount of the divi- 
dend. Amounts paid to stockholders in anticipation of dividends, or 
amounts withdrawn by stockholders in excess of dividends declared, will 
in computing invested capital have the same effect as if actually paid as 
dividends. See also article 813, and see generally section 201 and articles 
1541-1548. 

Art. 859. Effect of stock dividend. — The payment of a stock dividend 
has no effect upon the amount of invested capital. Such items as appraised 
value of goodwill, appreciation in value of real estate or other tangible 
property, etc., although carried to surplus and distributed as stock divi- 
dends, can not in this manner be capitalized and included in computing 
invested capital. If a corporation has paid a stock dividend in excess of 
its true surplus, it can not be deemed to have any greater invested capital 
than could have been computed had no such stock dividend been paid. 

Art. 860. Impairment of capital. — Capital or surplus actually paid in 
is not required to be reduced because of an impairment of capital in the 
nature of an operating deficit, except where there has been directly pr 
indirectly a liquidation or return of their investment to the stockholders, 
in which case full effect must be given to any liquidation of the original 
capital. 

Art. 861. Surrender of stock. — Where stock which has originally been 
issued or exchanged by the corporation for property (tangible or intan- 
gible) is returned to the corporation as a gift or for a consideration sub- 
stantially less than its par value, the stock so returned shall not be treated 
as a part of the stock issued or exchanged for such property. The pro- 
ceeds derived in cash or its equivalent from the resale of the stock so 
returned shall, however, be included in computing invested capital. See 
article 542. 

Art. 862. Purchase of stock. — Where a corporation either directly or 
indirectly, as for example through a trustee, has prior to the taxable year 
bought its own stock, either for the purpose of retirement or of holding 
it in the treasury or for other purposes, the entire cost of such stock must 
be deducted from the aggregate invested capital as of the beginning of 
the taxable year, if such deduction has not already been made. Where 
such stock is purchased during the taxable year a deduction from the in- 
vested capital as of the beginning of the taxable year and effective from 
the date of such purchase is required only to the extent that such stock 
has not been purchased out of the undivided profits of the taxable year. 
See article 857. The full amount derived in cash or its equivalent from 
the resale of such stock may be included in the invested capital from the 
date of such resale. See article 542. 
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Art 863. Invested capital and other measures of capital— (a) The 
invested capital as here defined may % differ from the capital as shown on 
the books of the corporation. In such event no changes should be made 
in the books themselves. The corporation should, however, in all cases 
keep a permanent record of the adjustments which are made in comput- 
ing invested capital, (b) Section 1000 of the statute imposes a tax on tne 
fair value of the capital stock of corporations. As in the case of the war 
profits and excess profits tax. the invested capital is based upon the actual 
investment of the stockholders in the corporation, irrespective of the 
present value of its assets, and in the case of the capital stock tax the 
fair value looks to the present value of the corporation's assets, irrespec- 
tive of the amount of the investment of the stockholders therein, the 
amount determined as the fair value of the capital stock for the purpose 
of the capital stock tax can have no bearing upon the determination of 
invested capital. 

Art. 867. Affiliated corporations : stock of subsidiary acquired for cash. 
—When all or substantially all of the stock of a subsidiary corporation 
was acquired for cash, the cash so paid shall be the basis to be used in 
determining the value of the property acquired. 

Art. 868. Affiliated corporations : stock of subsidiary acquired for stock. 
—When substantially all the stock of a subsidiary corporation was ac- 
quired with the stock of the parent corporation, the amount to be included 
in the consolidated invested capital in respect of the corporation acquired 
shall be the actual cash value of the stock of the subsidiary corporation 
at the date or dates acquired, measured by the cash value of its net assets 
at such date or dates (the cash value of tangible and intangible assets 
being separately determined), but limited to the par value of the stock 
of the parent corporation issued therefor, or if the stock of the parent 
corporation has no par value, then limited to the value of such non-par 
value stock ascertained in accordance with the provisions of section 325 
(b) of the statute. If in connection with such acquisition a paid-in sur- 
plus is claimed, such claim will be subject to the provisions of article 837. 

Art. 869. Affiliated corporations : invested capital for pre-war period. — 
The invested capital of affiliated corporations for the pre-war period shall 
be computed on the same basis is the invested capital for the taxable year, 
except that where any one or more of the corporations included in the 
consolidation for the taxable year were in existence during the pre-war 
period, but were not then affiliated as herein defined, then the average 
consolidated invested capital for the pre-war period shall be the average 
invested capital of the affiliated corporations plus the average invested 
capital of the corporations not affiliated during the pre-war period. Full 
recognition, however, must be given to the provisions of section 330 of 
the statute, particularly the last paragraph thereof, and of articles 931-934. 

Art 941. Valuation of asset upon change of ownership. — Where a 
business is reorganized, consolidated or transferred, or property is trans- 
ferred, after March 3, 1917, and an interest of fifty per cent, or greater 
in such business or property remains in any of the previous owners, then 
for the purpose of determining invested capital each asset so transferred 
is valued (a) as if still in the possession of the previous owner, if a 
corporation, or, if not a corporation, (b) at its cost to such previous 
owner, with proper adjustments for losses and improvements. This pro- 
vision is accordingly concerned with the computation of invested capital for 
the taxable year, while section 330 of the statute is chiefly concerned with 
the determination of invested capital for the pre-war period. See articles 
931 and 932. 

PART IV 

Definitions and General Provisions 
Art. 1543. Dividends paid in property.— Dividends paid in securities or 
other property (other than its own stock), in which the earnings of a cor- 
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poration have been invested, are income to the recipients to the amount of 
the fair market value of such property when receivable by the stockhold- 
ers. A dividend paid in stock of another corporation is not a stock divi- 
dend. Where a corporation declares a dividend payable in stock of an- 
other corporation, setting aside the stock to be so distributed and notifying 
the stockholders of its action, the income arising to the recipients of such 
stock is its fair market value at the time the dividend becomes payable. 
Scrip dividends are subject to tax in the year in which the warrants are 
issued. 

Art. 1583. Inventories at cost — Cost means : 

(1) In the case of merchandise purchased, the invoice price less trade 
or other discounts except strictly cash discounts approximating a fair 
interest rate, which may be deducted or not at the option of the taxpayer 
provided a consistent course is followed. To this net invoice price should 
be added transportation or other necessary charges incurred in acquiring 
possession of the goods. Goods taken in the inventory which have been 
so intermingled that they can not be identified with specific invoices will 
be deemed to be the goods most recently purchased. 

(2) In the case of merchandise produced by the taxpayer, (a) the cost 
of raw materials and supplies entering into or consumed in connection with 
the product, (b) expenditures for direct labor, (c) indirect expenses inci- 
dent to and necessary for the production of the particular article, including 
in such indirect expenses a reasonable proportion of management expenses, 
but not including any cost of selling or return on capital whether by way 
of interest or profit 

In any industry in which the usual rules for computation of cost of 
production are inapplicable, costs may be approximated upon such basis 
as may be reasonable and in conformity with established trade practice in 
the particular industry. 

Art. 1584. Inventories at market. — Market means the current bid price 
Prevailing at the date of the inventory for the particular merchandise, and 
is applicable to goods purchased and on hand: and to basic materials in 
goods in process of manufacture and in finished goods on hand, exclusive, 
however, of goods on hand or in process of manufacture for delivery 
upon firm sales contracts at fixed prices entered into before the date of the 
inventory. Where no open market quotations are available the taxpayer 
must use such evidence of a fair market price as may be available to him, 
such as specific transactions in reasonable volume entered into in good 
faith, or compensation paid for cancellation of contracts for purchase 
commitments. The burden of proof will rest upon the taxpayer in each 
case to satisfy the commissioner of the correctness of the prices adopted. 

Art. 1585. Inventories by dealers in securities. — A dealer in securities, 
who in his books of account regularly inventories unsold securities on hand 
either (a) at cost or (b) at cost or market value whichever is lower, may 
make his return upon the basis upon which his accounts are kept; pro- 
vided that a description of the method employed shall be included in or 
attached to the return, that all the securities must be inventoried by the 
same method, and that such method must be adhered to in subsequent 
years, unless another be authorized by the commissioner. For the pur- 
pose of this rule a dealer in securities is a merchant of securities, whether 
an individual, partnership or corporation, with an established place of 
business, regularly engaged in the purchase of securities and their resale to 
customers, that is, one who as a merchant buys securities and sells them 
to customers with a view to the gains and profits that may be derived 
therefrom. If such business is simply a branch of the activities carried 
on by such person, the securities inventoried as here provided may include 
only those held for purposes of resale and not for investment. Taxpayers 
who buy and sell or hold securities for investment or speculation, and not 
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in the course of an established business, and officers of corporations and 
members of partnerships, who in their individual capacities buy and sell 
securities, are not dealers in securities within the meaning of this rule. 

TREASURY RULINGS 

(T. D. 2792, Feb. 19, 1919) 

Income tax 

Extension of time in which to file returns of taxpayers for the year 1918 

with the collector of internal revenue for the district of Hawaii, 

pursuant to the requirements of the new revenue act 

Because of the fact that it will be impossible to put into the hands of 

taxpayers residing or located in the internal-revenue district of Hawaii 

the blank forms and instructions prescribed by this department for the use 

of taxpayers in making returns pursuant to the new revenue act in time 

for such returns to be filed on or before the due date (March 15, 1919), 

an extension of time of 60 days from that date is hereby granted to all 

taxpayers filing returns in the internal-revenue district of Hawaii. 

(T. D. 2794, Feb. 21, 1919) 

Income taxes 

Meaning of "nonresident alien" 

"Nonresident alien individual" means an individual (a) whose resi- 
dence is not within the United States and (b) who is not a citizen of the 
United States. Residence will be determined in accordance with the fol- 
lowing : 

(1) Establishment of residence, — Any alien living in the United States 
who is not a mere transient, as explained below, is a resident of the United 
States for purposes of the income tax. Whether he is a transient or not is 
determined by his intentions with regard to his stay. If he lives in the 
United States, and has no definite intention as to his stay, he is a resident. 
The best evidence of his intention is afforded by the conduct, acts, and 
declarations of the alien. The typical transient is one who stops for a 
short time in the course of a journey through the United States, some- 
times performing labor, sometimes not; or one who enters the United 
States intending only to stay long enough to carry out some purpose, 
object, or plan not involving an extended stay in the United States. A 
mere floating intention, indefinite as to time, to return to another country, 
is not sufficient to constitute him a transient 

(2) Proof of residence. — An alien's statements as to his intention with 
regard to residence are not conclusive, but when unequivocal will deter- 
mine the question of his intention, unless his conduct, acts, or other sur- 
rounding circumstances contradict the statements. It sometimes occurs 
that an alien who genuinely intends his stay to be transient may put off his 
departure from time to time by reason of changed conditions, remaining 
a transient though living in the United States for a considerable time. 
The fact that an alien's family is abroad does not necessarily indicate that 
he is a transient rather than a resident. An alien, who enters this country 
intending to make his home in a foreign country as soon as he has accumu- 
lated a sum of money sufficient to provide for his journey abroad, is to be 
considered a transient provided his expectation in this regard may reason- 
ably be fulfilled within a comparatively short time, considering the rate of 
his saving. i 

(3) Loss of status as a resident. — It will be presumed that an alien 
who has established a residence in the United States, as outlined above, 
continues to be a resident until he or his family evidence an intention to 
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change residence to another country by starting to remove. Thus, alien 
residents who, following the armistice agreement of November, 1918, take 
steps toward returning to their native countries, as by applying for pass- 
ports, are to be regarded as residents for that portion of the taxable year 
which elapsed up to the time such step was taken. 

(4) Practice of employers in determining status of alien employees. — 
Aliens employed in the United States are prima facie regarded as non- 
residents. If wages are paid without withholding the tax, the employer 
should be provided with written proof of facts which overcome the pre- 
sumption that such alien is a nonresident. Such facts include the follow- 
ing: (a) If an alien has been living in the United States for as much as 
one year immediately prior to the time he entered the employment of the 
withholding agent or if he has been regularly employed by an individual 
resident in the United States or by a resident corporation in the same city 
or county for as much as three months immediately prior to any payment 
by the employer, he may be treated as a resident in deciding as to the 
necessity of withholding part of such payment, provided no facts are 
known to the employer showing that he is in fact a transient, such as one 
of the types mentioned under (1). The facts with regard to the length 
of time the alien has thus lived in this country or has been so regularly 
employed may be established by the certificate of the alien, (b) The em- 
ployer may also obtain evidence to overcome the prima facie presumption 
of nonresidence by securing from the alien form 1078, revised, properly 
executed, or an equivalent certificate of the alien establishing residence. 
Having secured such evidence from the alien, the employer may rely 
thereon unless the statement of the alien was false and the employer had 
reasonable cause to believe it false, and may continue to rely thereon until 
the alien ceases to be a resident under the provisions of the preceding 
paragraph. An employer who seeks to account for failure to withhold 
before this date, if he did not at the time secure form 1078, or its equiva- 
lent, is permitted to prove the former status of the alien by any material 
evidence. 

(5) T. D. 2242 is modified so far as inconsistent herewith. 

Form 1078, as revised, is as follows: 
Form 1078, revised. 

[This certificate has no effect on citizenship.] 

Certificate of alien claiming residence in the United States 

[To be filed with withholding agent by alien residing in the United States 

for the purpose of claiming the benefit of 3uch residence 

for income tax purposes.] 

I hereby declare that I am a citizen or subject of ; that I 

arrived in the United States on or about ; that I am living in the 

United States and have no definite intention as to when (if at all) I will 
make another country my home; that the address in the United States 
where any notices relative to income tax may be sent or mailed to me is 

(Street and number.) (City.) (State.) 

(Signed) 

Sworn to and subscribed before me this 
day of , 191.. 



(Official capacity.) 
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(T. D. 2796, Feb. 27, 1919) 

Returns of information 

The time for filing returns of information, fiduciary returns (form 1041), 

ivithholding returns (forms 1042 and 1013), and partnerships as 

hereinafter outlined, is extended to May 15, 1919, and to 

March 15, 1919, in the case of corporations and 

partnerships having a fiscal year ending in 1918 

In view of the delay in the final passage of the revenue act of 1918 
and of the preparation of the forms required thereunder, an extension of 
time to include May IS, 1919, is hereby granted for the filing of returns 
of information (forms 1099 and 1096), fiduciary returns (form 1041), 
annual withholding returns (form 1042, accompanied by form 1098 and 
form 1013), returns of partnerships which are required to file returns on 
the calendar year basis, and all other returns which are not the basis for 
the assessment of the tax. 

This decision shall not be construed as relieving taxpayers from filing 
returns which serve as a basis for assessment, even though the person 
making the return is not taxable thereon; nor as relieving beneficiaries, 
partners, and stockholders of personal-service corporations from including 
in their personal returns their distributive share of the income accruing to 
the trust or estate or the partnership or personal-service corporation, 
whether distributed or not. 

Partnerships and corporations having a fiscal year ending in 1918 which 
have secured extensions of time which have not expired are hereby granted 
an extension of time to March IS, 1919, for the filing of such returns. 
When the returns are filed, two forms should be used and two computations 
made, one showing on the return form used for 1917 the tax calculated on 
the whole income for the entire period under the provisions and at the rates 
prescribed by the act of October 3, 1917, the other showing on the form 
for 1918 the tax on the whole income for the entire period, calculated 
under the provisions and at the rates prescribed by the revenue act of 
1918. The tax due will be the sum of so many twelfths of the first amount 
as there are months in 1917 covered by the return, and of the second 
amount as there are months in 1918. 

In view of the disturbed conditions abroad and the consequent inter- 
ference with the usual channels of communication, an extension of time 
for filing returns of income for 1918 and subsequent years is hereby 
granted in the case of alien individuals actually living beyond the boun- 
daries of the United States, and corporations, or their proper represen- 
tatives in the United States, and of American citizens residing or travel- 
ing abroad, including persons in military or naval service on duty outside 
the United States, for such period as may be necessary, not exceeding 90 
days after proclamation by the president of the end of the war with Ger- 
many. In all such cases an affidavit must be attached to the return, stating 
the causes of the delay in filing it, in order that the commissioner may 
determine whether the failure to file the return in time was due to a rea- 
sonable cause and not to wilful neglect. If the showing justifies the con- 
clusion that the failure to file the return in time was excusable, no penalty 
by way of addition to the tax* will be imposed, except interest, as pro- 
vided by the statute. 

(T. D. 2797, March 11, 1919) 

Time of payment of tax where a corporation has filed a return for a fiscal 
year ending in 19 18 

If a corporation has before February 25, 1919, filed a return for a fiscal 
year ending in 1918 and paid or become liable for a tax computed under 
the revenue act of 1917, and is subject to additional tax for the same 
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period under the revenue act of 1918, the return covering such additional 
tax shall be filed at the same time as returns of persons making returns 
for the calendar year 1918 are due under existing rulings, and payment of 
such additional tax is due in the same instalments and at the same times 
as in the case of payments based on returns for the calendar year 1918. 
If no part of the tax for such fiscal year was due until after February 24, 
1919, the whole amount of tax due, including tax due under the original 
return and additional tax due under the amended return, will be payable 
in the same instalments and at the same times as in the case of payments 
based on returns for the calendar year 1918. 

(T. D. 2804, March 13, 1919) 

Extension of time for filing returns of partnerships whose fiscal year 

ended in 1918 

By treasury decision 2796 the time for filing certain classes of returns 
which are not the basis for an assessment of tax was extended to May 15, 
1919, and the time for filing returns of partnerships and corporations hav- 
ing a fiscal year ended on the last day of some month (other than Decem- 
ber) in the year 1918, and which had secured extensions of time in' which 
to file returns, such extensions not having expired, was further extended 
to March 15, 1919. 

In view of the fact that necessary forms are not yet available, a fur- 
ther extension to May 15, 1919, is hereby granted all such partnerships. 
Individual members of such partnerships, as in the case of partnerships 
filing on the basis of the calendar year, will be required to include in their 
individual returns their distributive shares of the earnings of such partner- 
ships (ascertained or estimated) and pay at least one-fourth of the tax 
due on March 15th. 

(T. D. 2805, March 14, 1919) 

Amended returns may be accepted so that the taxable year of affiliated 
corporations will coincide 

In any case where an affiliated corporation has made its income tax 
return on the basis of a taxable year different from that on the basis of 
which a consolidated excess profits tax* return in which it is included has 
been made under the provisions of articles 77 (par. 1415) and 78 (par. 
1417) of regulations 41 and of T. D. 2662 (1418), an amended income tax 
return may be made on the basis of the same taxable year as the con- 
solidated return, even though notice was not riven within the time pre- 
scribed in articles 211 to 215 (par. 1488 to 1495), inclusive, of regulations 
No. 33 (revised) or in regulations 45 (par. 2840). In such a case an 
amended income tax return shall also be made for any unaccounted for 
portion of the corporation's taxable year. 

Collectors of internal revenue may accept amended returns made under 
the provisions of this treasury decision. 

Greeley & Giles announce the dissolution of the firm by mutual consent 
Harold Dudley Greeley will continue practice in the present offices, 149 
Broadway, New York. Cecil D. Giles will continue practice during April at 
the same address. 



It is announced that C. R. Hegan has retired from the firm of Webb, 
Read, Hegan & Co., and the practice hereafter will be continued under the 
firm name of Webb, Read & Co., with offices in England and Canada. 
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Edited by Seymour Walton, C.P.A. 
(Assisted by H. A. Finney, C.P.A.) 

INSTITUTE EXAMINATION 
November, 1918 
In regard to the following attempt to present the correct answers to 
the questions asked in the examination held by the American Institute of 
Accountants in November, 1918, the reader is cautioned against accepting 
the answers as official. They have not been seen by the examiners — still 
less endorsed by them. 

ACCOUNTING THEORY AND PRACTICE 
Part II, Continued. 
Question 12. 

Enumerate the essential heads of information which ought to be brought 
out in statements prepared for the information of bankers, for credit 
purposes. Would you or would you not amplify such information in a 
statement prepared for the information of 

(a) Officers and directors ; 

(b) Shareholders of a company? 

Answer. 

First there should be a statement of assets and liabilities : 
Assets 

Cash on hand and in bank 
Notes receivable of customers (not transferred) 
Accounts receivable of customers (not transferred) 
Accounts and notes of officers (not transferred) 
Merchandise finished (how valued) 

unfinished (how valued) 

raw material (how valued) 
Land owned, used for this business 
Buildings owned, used for this business 
Machinery owned, used for this business 
Investments (how valued) 
Other assets, if any 

Total assets 
Liabilities 

Notes payable for merchandise 

Notes payable due to own banks 

Notes payable to others 

Accounts payable to outsiders 

Accounts payable to officers and stockholders 

Bonded debt (due ) 

Mortgage debt other than bonds 
Chattel mortgages 

Total liabilities 

305 



Digitized by VjOOQIC 



The Journal of Accountancy 

Capital 

Surplus, including undivided profits 
Total 
There should then be given certain statistics and other information 
usually required by the forms furnished by the banks, such as : 
The insurance carried on merchandise, buildings and machinery; 
Statement of the business and results for previous year, as : 

Sales for year 

Gross profit on sales 

Expense of conducting business 

Net profit 

Other income, including that from investments 

Combined profit 

Dividends for periods from to 

Bad debts for periods from to ; 

Contingent liabilities: notes receivable discounted, not included in 

assets; other contingent liabilities; 
Statement that no accounts receivable are pledged or assigned, or else 

statement of amount so assigned and of other assets pledged. 
There may be other information as to seasons of greatest activity, 
usual terms of purchases and of sales, etc. 

(a) In a report to the officers and directors additional information 
should be given as to the course of the business. A condensed statement, 
supported by schedules of details, should be rendered showing the sales; 
the cost of manufacture, with percentages of detail costs to total; the 
cost of sales; the general expense and the financial expense, showing the 
details of all of them and the percentages to sales, the net profit per- 
centage to sales proving the figures by making 100 per cent If all these 
percentages are exhibited for a number of previous years, valuable in- 
formation may be obtained as to the course of the business. 

(b) In a report to stockholders less detail need be used than in the 
report to the directors, but the main facts should be given. 

Question 13. 

On December 31st the office of a company with which you have pre- 
viously been connected as auditor is burned and all its records completely 
destroyed. Its plant is, however, saved, and its business can be continued 
without any break. You are called upon to assist in the preparation of a 
balance-sheet and open up new books without delay. How would yon 
proceed? You have in your possession a balance-sheet prepared by your- 
self at the close of the preceding year. You will incidentally also be 
required to prepare the company's returns for income tax* purposes. 

Answer. 

The question states that only the office is destroyed; therefore the 
plant and the inventories of materials, supplies, goods in process and 
finished goods can be valued and put on the books at once. The bank 
balance can be ascertained with virtual exactness, after allowing time 
for outstanding cheques to be presented. This will cover all the assets 
. except the accounts and notes receivable. To ascertain these it will be 
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necessary to obtain from the traveling men the names of all their cus- 
tomers and a copy of all the orders they have taken since a certain date, 
the time depending on the character of the accounts as to usual prompt- 
ness of payment Beginning with the December sales, request that each 
customer who bought in that month send in the invoices sent him, the 
statement rendered him on December 1, and either the cheque itself or a 
copy of it including endorsements, if he paid anything during the month. 
The invoices can be checked against the records of the transportation 
companies and the cheques against the deposit slips in the bank. For 
November, the December customers may be ignored as accounted for ; for 
October the November customers would also be eliminated, and so on. In 
this way the accounts receivable could be built up again with a very good 
degree of accuracy, and all recent notes given by customers would also be 
traced. 

The accounts payable would be ascertained very quickly from the 
monthly statements rendered by creditors as at December 31. It is almost 
certain that the officers of the company would remember to whom notes 
payable had been given, so that they could be easily checked up. 

With the assets and liabilities thus ascertained and put upon the books, 
the net worth of the company would be disclosed. By comparison with 
the condition shown by the balance-sheet of the preceding December 31, 
the profit of the year could be found by the single entry method and the 
new books could be opened with very nearly accurate figures. 

For the income tax the company should state the situation frankly, re- 
porting the profits and how they were ascertained. They should also agree 
that in case any customers who might have been overlooked should remit 
of their own accord, a supplementary report would be made and the proper 
additional tax paid. 

Question 14. 

Define corpus and income and state clearly what they mean in dealing 
with the accounts of a decedent's estate. Outline the books you would 
keep in order properly to record transactions affecting such an estate, it 
being assumed that die will calls for the division of the estate into a 
number of trusts, some of which carry life rents to certain beneficiaries 
with a different application ultimately of the principal. 

Answer. 

The corpus or principal of an estate is the total of all the assets 
belonging to the decedent at the time of his death, whether known at that 
time or subsequently discovered. Charged against the corpus, and there- 
fore reducing it, are all the debts due by the decedent, including the 
expenses of his last illness and of his funeral. Ordinarily real estate is 
not included among the assets, but it may be if the will so provides. 

The income of an estate consists of interest and dividends on securities 
and rentals less expenses of real estate if any is included in the assets. 

The question as to whether extraordinary dividends, either in stock or 
cash, belong to the corpus or to income or are to be apportioned between 
them has been decided differently in different states. The only safe thing 

307 



Digitized by CjOOQIC 



The Journal of Accountancy 

to do in case the corpus and income belong to different persons is to 
procure a ruling of the court as to the classification of such dividends. 

If property included in the corpus is sold at a higher price than that at 
which it was inventoried, the increase is not a profit to be considered 
income. It is an addition to the corpus itself, classed as increase in 
principal. In the same manner if sold at less than inventory value the 
difference is not a loss chargeable against income, but is a decrease of 
principal. 

Interest accrued on bonds, mortgages and notes receivable at the date 
of the death is part of the corpus. In Great Britain dividends received 
on stocks are also apportioned between principal and income, when they 
are paid, but in this country it is generally considered that dividends belong 
to the period in which they are declared, and do not accrue from day 
to day. 

The only books of account necessary are a cashbook, journal and 
ledger. The cashbook and journal should have separate columns for 
principal and income. There should be an account on the ledger with 
each asset charged at the value at which it appears in the inventory filed 
in the probate (surrogate's) court, the offsetting credit account being 
estate. As claims against the estate are allowed they are charged to 
estate and credited to debts of testator. The funeral and other expenses 
of the corpus may be charged direct to estate or first to appropriate 
accounts. A single account may be kept with income or separate accounts 
with each class of income. There would be an account with expense- 
income for any expenses chargeable against income. Authorities differ as 
to the proper distribution of some of the current expenses of the executor. 

When a trust is provided for by the will an entry is made debiting 
estate and crediting X trust. At the same time the securities designated 
for the establishment of the trust are appropriated to that purpose by an 
entry debiting X trust fund and crediting the account representing the 
securities. If the whole estate is put into one or more trusts, there will 
be no necessity for the fund accounts. When a trust ceases the entries 
creating it are reversed, reopening estate account, which is then closed by 
division among the residuary legatees. 

Question 15. 

State the rules which govern the treasury department either under law 
or under its official rulings with relation to the deduction of any four 
out of the following seven classes of deductions from gross income in 
preparation of returns of net revenue: 

Bad debts and reserves for them; 

Depreciation of horses; 

Depletion of coal in a coal mining company; 

Depletion of oil in an oil producing company ; 

(5) Donations and charity; 

(6) Salaries of officers of a corporation; 

(7) Excess profits tax in its relation to income tax and vice versa. 

Answer. 

(1) Reserves to take care of anticipated or probable losses are not 
proper deductions from income. 
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A bad or worthless debt, as contemplated by the law, which may be 
deducted in a return of income, is a debt which has been ascertained to be 
worthless and actually charged off during the taxable year. 

(2) There is permitted a deduction of a reasonable allowance for the 
exhaustion or wear and tear of property arising out of its use in the 
business or trade. This would cover horses. 

(3) A reasonable allowance for the depletion of a mine, not to exceed 
the market value in lie mine of the product thereof which has been mined 
and sold during the year for which the return and computation are made. 

(4) A reasonable allowance for actual reduction in flow and produc- 
tion of oil wells, to be ascertained not by the flush flow but by the settled 
production or regular flow. 

(5) Contributions or gifts actually made within the year to corpora- 
tions or associations organized and operated exclusively for religious, 
charitable, scientific or educational purposes, or to societies for the pre- 
vention of cruelty to children or animals, no part of the net income of 
which inures to the benefit of any private stockholder or individual, to an 
amount not in excess of fifteen per centum of the taxpayer's taxable net 
income as computed before the deduction of this item. Such contributions 
or gifts shall be allowable as deductions only if verified under the rules of 
the department. 

(6) Such amounts as corporations actually pay as fair and reasonable 
compensation for the services rendered by the officers, such salaries not 
being dependent upon the profits earned by the corporation, as the officers 
are presumed to render services equally valuable regardless of the fact 
that the net earnings may differ from one year to another. 

Special payments made to officers who are stockholders, in the guise of 
additional salaries or compensation, the amount of which is based upon 
or bears a close relationship to the stockholdings of such officers or capital 
invested by them in the business of the company, will be regarded as a 
special distribution of profits or compensation for the capital invested and 
not payment for services rendered. Payments under the latter conditions, 
being in the nature of dividends, will not be deductible from gross income. 

Salaries of officers who are stockholders will be subject to careful 
analysis, and if they are found to be out of proportion to the volume of 
business transacted, or excessive when compared with the salaries of like 
officers of other corporations doing a similar kind or volume of business, 
the amount so paid in excess of reasonable compensation for the services 
will not be deductible from gross income, but will be treated as a dis- 
tribution of profits. 

(7) The law provides "that in assessing income tax the net income 
embraced in the return shall also be credited with the amount of any 
excess profits tax imposed by act of congress and assessed for the same 
calendar or fiscal year upon the taxpayer and, in the case of a member 
of a partnership, with his proportionate share of such excess profits tax* 
imposed upon the partnership." 

Income taxes are not deductible from profits in arriving at the amount 
due for excess profit tax. 
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Question 16. 

Give a pro forma monthly operating and profit and loss statement for 
any one of the following industries, introducing a statistical statement 
showing unit costs or any other useful cost data which may be practical: 

(a) A brewery; 

(b) A flour mill ; 
. (c) A coal mine; 

(d) An oil development company with producing wells; 

(e) A foundry; 

(f) A rolling mill producing steel rails. 

Answer. 

To attempt to answer as to all six of these industries would take up 
more space than can be afforded. Therefore, only one answer is given, in 
accordance with the terms of the question, the example chosen being that 
of a foundry. 

Exhibit A 
THE BLANK STEEL FOUNDRIES 
Profit and Loss Statement 

Month of 191... 

Total Per ton 

Gross sales 
Deductions 

Discount and royalty 
Freight 

Miscellaneous allowances 
Total deductions 
Net sales 

Deduct 
Manufacturing cost of sales (exhibit B) 
Depreciation 
Gross profit on sales 

Deduct "" 

Selling expense (detailed) 
Administrative and general expense (detailed) 

Total ~" ~ " 



Net profit from operations 

Add 
Miscellaneous income i 

Interest, discount and exchange 

Income from investments I 

Sinking fund profits 

Miscellaneous I 

Total profit and income ~ j 

Deduct 
Interest charges 

Net profit " *"" 
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Exhibit B 
Monthly Summary of Cost of Production 

Amount Per ton — Good 

Labor Material Total Labor Material Total 



Melted metals 
Pig iron 
Gross scrap 
Other metals 

Total metals 
Furnace sundries 
Labor and material 
Stores 
Other charges 

Total 



Less scrap recovered 
Total melted metal 

Direct labor 
Molding 
Core 
Cleaning and machining 



Total direct labor 



Special charges 
Patterns 

Outside machining 
Special rigging 

Total special charges 

Burden 

Main productive departments 

Molding 

Core 

Cleaning and machining 

Annealing 



Total main prod, depts. 

Auxiliary depts. 
Steam, power and light 
Yard 



Total auxiliary depts. 

Repairs 

Melted metals 

Furnace rebuilding 

Other 
Molding 

Depreciation metal flasks 

Other 
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Core 

Cleaning and machining 
Annealing 

Steam, power and light 
Yard 

Works general expense 
Other operating expense 
Total repairs 
Works general expense 



Works administration expense 

Inspection 

Shipping 

Pattern department burden 

Repair department burden 

Test castings 

Safety expense 



Total works general expense 

Other operating expense 
Loss on defective 
Insurance and taxes 
General operating expense 
Experimental and dev. exp. 



Total other operating expense 
Total burden 
Total cost 



Monthly Statistics 
Product op Charge 

Net tons Per cent 



Good castings 

Scrap 

Defective castings 
Slag castings 
Heads, gates, etc. 
Lost heats 

Total scrap 

Loss 

Natural waste 
Melting and foundry loss 
Total loss 



Total 100% 
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ACTUARIAL QUESTIONS (OPTIONAL). 

Question 17. 

A corporation wants to retire a debt of $105,000 bearing 5% interest 
payable annually. The tenth payment, including interest, is to be $15,000. 
The other nine periodical payments are all to include interest ana to be 
of the same amount. Required the amount of each of such nine payments 
(1.05»=1.551328). 

Answer. 

The problem is a little uncertain, as "retire a debt 9 ' may mean that 
the annual payments are to be made to the creditor or that a sinking fund 
is to be created. The nine annual payments would be the same in either 
case, but the methods would differ. 

Assuming that the payments are to be made to the creditor, the last 
$15,000 pays the balance of the principal outstanding at the end of the ninth 
year plus interest thereon at 5 per cent Hence 

$15,000 -r- 1.05 = $14,285.71, unpaid principal beginning of 10th year. 
Therefore 

Total debt 105,000.00 

Debt paid end of 10th year 14,285.71 



Debt to be provided for in first nine years 90,71429 

Since the interest is to be provided in the annual payments in addition 
to the principal, this $90,714.29 is also the present value of the annuity of 
rents to be provided — that is, if the amount of $90,71429 were deposited at 
5 per cent interest it would provide the required annuity to cancel the 
debt and interest. 

The payments are computed as follows : 

First, find the present value which will produce rents of $1 

.551328 (comp. int.) -r- 1.551328 (amount) = .355391 (comp. disc.) 
.355391 -r- .05 = 7.10782, present value of 9 rents of $1 

Then, if $7.10782 produces rents of $1.00, $90,91729 will produce rents 
equal to the number of times 7.10782 is contained in 90,71429. 

$90,71429 -4- 7.10782 = $12,762.60, the amount of each of 9 payments 

necessary to pay $90,71429 

But in addition the corporation must pay in each of the 9 years 5 per 
cent interest on the $14,285.71 principal remaining at the end of the 9th 
year, not included in the above. 

Annual payment as determined above 12,762.60 

Add 5% on $14,285.71 71429 



Total annual payment 13,476.89 
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The correctness of this annual payment is proved as follows : 




Table Showing Reduction of Principal 










Balance 


Year Payment 


Interest 


Reduction of Principal 


of principal 
105,000.00 


1 13,476.89 


5,250.00 


8,226.89 


96,773.11 


2 13,476.89 


4,838.66 


8,63823 


oo,134.oo 


3 13,476.89 


4,406.74 


9,070.15 


79,06473 


4 13,476.89 


3,95324 


9,523.65 


69,541.06 


5 13,476.89 


3,477.05 


9,999.84 


59,54124 


6 13,476.89 


2,977.06 


10,499.83 


49,041.41 


7 13,476.89 


2,452.07 


11,024.82 


38,016.59 


8 13,476.89 


1,900.83 


11,576.06 


26,440.53 


9 13,476.89 


1,322.03 


12,154.86 


14,285.67 


10 15,000.00 


71428 


14,285.72 






136^292.01 31,291.96 105,000.05 

There is an overpayment of 5 cents, which is caused by odd fractions 
of cents and is too trivial to notice. 

If the intention is to create a sinking fund, the entire debt of $105,000 
will be outstanding the tenth year, and the interest thereon will be $5,250, 
so that there will be 15,000—5,250, or 9,750, added to the fund the last year. 
Therefore, of the total principal or fund of 105,000 

The last year will provide 9,750 

And the first 9 years' contributions will provide 95250 

But at the end of the first nine years it will not be necessary to have 
$95250 in the fund, as the amount accumulated at the end of the ninth 
year will earn a year's interest during the tenth year. Hence 

95,250 -r- 1.05 = 90,71429 the amount of 9 rents at end of 9th year. 
Amount of rents of 1 = .551328 -f- .05 = 11.02656 
90,71429 -r- 11.02656 = 8,226.89 annual payment to pay principal 
Add 5,250.00 annual interest 



Total annual 


payment 


13,476.89 (as above) 








Table Showing Accumulation of Fund 




Year 


Cash 


Interest paid Added to fund 


Interest earned 


Total fund 


1 


13,476.89 


5250 


8,226.89 




8226.89 


2 


13,476.89 


5,250 


8226.89 


411.34 


16365.12 


3 


13,476.89 


5,250 


8226.89 


84326 


25,93527 


4 


13,476.89 


5250 


8226.89 


1,296.76 


35,458.92 


5 


13,476.89 


5,250 


8226.89 


1,772.95 


45,458.76 


6 


13,476.89 


5250 


8226.89 


2272.94 


55,958.59 


7 


13,476.89 


5,250 


8,226.89 


2,797.93 


66,983.41 


8 


13,476.89 


5,250 


8226.89 


3,349.17 


78,559.47 


9 


13,476.84 


5,250 


8226.89 


3,927.97 


90,714.33 


10 


15,000.00 


5,250 


9,750.00 


4,535.72 


105,000.05 



136,292.01 52,500 83,792.01 21,208.04 

Of course, in an examination only one of these methods need be given. 

314 



Digitized by CjOOQIC 



Students' Department 

Question 18. 

A $10,000 five per cent semi-annual coupon bond is bought on a 4 
per cent basis due lj£ years hence. What did it cost? 

Answer. 

On an investment of $10,000 the purchaser would be satisfied with an 
interest return of 4 per cent per annum, or 2 per cent per period of six 
months. Instead of 2 per cent or $200 each period, he receives 2# per 
cent, or $250. Therefore, in addition to a satisfactory interest he receives 
a periodical sum or annuity of $50 for three periods. It is required to 
determine what he shall pay for this annuity, money being Worth 4 per 
cent per annum — in other words, to find the present value of this annuity. 

First find the present value of 1. 

Let P equal present value desired ; I, the compound interest on $1 at the 
given rate for the number of periods; a, the accumulated value of $1 at 
the given rate for the number of periods ; i, the given rate of interest. 
I -f- a 

The formula is P = that is, it equals the compound interest 

i 
divided by the accumulated value of $1 at compound interest, and that 
quotient divided by the rate of interest In this case, 

I = .061206, the compound interest at 2% on $1 for 3 periods 

a = 1.061208, accumulated value of $1 at 2% for 3 periods 

.061208 -5- 1,061206 = .057678 the first quotient 

.057678 H- .02 (rate of interest) = 2.8839. Therefore P = $2.8839 or 
the present value of an annuity of $1 at 2% for 3 terms. 

$2.8839 X 50 = $14420, the present value of an annuity of $50 at 2% 
for 3 terms. 

Therefore the purchaser would pay for the 4% rate 10,000.00 

And for the additional 1 per cent 14420 



Total cost 10,14420 



However, if the examinee does not remember the formula (small blame 
to him if he doesn't) there is an easier way to answer the question. 

The purchaser is to receive $50 at the end of each of 3 periods of 6, 12 
and 18 months respectively. For these three amounts he is to pay their 
present value at 2 per cent compound interest. The present value of $50 
at the end of 6 months is that sum which, invested at 2% will produce $50. 
In other words $50 is 102% of that present value, and $50 divided by 
1.02, or $49.02, is the present value of $50 due 6 months hence. In the same 
way $50 due 12 months hence is the present value plus 2% compound 
interest on the present value for two terms. The compound interest being 
4.04 per cent, $50 is 104.04 per cent of the present value, and $50 divided 
by 1.0404 equals $48.06, the present value of the second payment of $50, 
and so on. 

But, 1.0404 = 1.02 X 1.02, therefore 50 ~ 1.0404 is the same as 
(50 -r- 1.02) -7- 1.02. We have seen that 50 -r- 1.02 = 49.02; therefore, 
substituting, 49.02 -h 1.02 = 48.06, the present value of the second $50. 
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In the same way, the present value of the third payment is found by 
dividing the present value of the second by 1.02. If there were more terms 
the present value of each would be found by dividing the present value 
of the one immediately preceding by 1.02. 

Without all this explanation, a short answer is as follows: 
In addition to the 4 per cent interest on $10,000, the purchaser gets an 
annuity of $50 for three terms of 6 months each, for which he is to pay 
the present value at 2 per cent. 

$50.00 -r- 1.02 = present value of first term 49.02 

49.02 -r- 1.02 == " - « second term 48.06 

48.06 -4- 1.02 = " " a third term 47.12 



Total value of annuity 

This is proved by the following statement: 
Original investment 
Coupons collected 
Less 2% on $10,144.20 


250.00 
202.88 


Principal end of 6 months 
Coupons collected 
Less 2% on $10,097.06 


250.00 
201.94 


Principal end of 12 months 
Coupons collected 
Less 2% on $10,049.02 


250.00 
200.96 



Principal due at end of 18 months 



$14420 



10,14420 



47.12 



10,097.08 

48.06 

10,049.02 



49.02 



10,000.00 



RESERVE FOR TAXES 
Editor, Students? Department : 

Sir : Will you kindly give me your opinion on the following paragraph 
copied from a publication of recent date : 

"Our advice is to establish an adequate reserve against taxes, but not 
to charge the taxes, when paid, against the reserve. Instead, charge them 
as 'current expenses' when paid, and let the reserve remain as part of 
surplus. The mere setting up of a reserve for taxes does not in itself 
reduce the invested capital. It is only when the tax as paid is charged 
against the reserve that invested capital is reduced. You would get the 
same effect by charging the taxes, when paid, against the surplus." 

It is not clear to me how the above advice can be followed. In setting 
up a reserve for taxes, would one not be obliged to charge taxes, and in 
charging the actual payment of taxes to expense, would it not make a 
double charge for the same expense? Your opinion will be greatly 
appreciated. 

Respectfully yours, 
Bridgeport, Connecticut H. H. C. 

It would be hard to make it clear to any one how a reserve for taxes 
could be set up without charging "taxes," which as all of us who are not 
exempt from income tax know is an expense and not an asset It must 
be included among the debits to profit and loss in closing the books. The 
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reserve that has thus been set up is not a part of surplus ; it is a direct and 
active liability. In fact the word "reserve" is used only as a convenience. 
The amount of the taxes is a liability to the government and the account 
could better be called "Due government for taxes." It is much more 
active than most other liabilities, because it is subject to penalty and 
heavy interest if not paid promptly. 

However, the charge of taxes to profit and loss is made in closing the 
books of the year for which the taxes are levied, but the actual amount 
is not paid until the next year. So far all is well. If, when the taxes are 
actually paid, they are again charged as current expenses, and the same 
practice is followed in each subsequent year, there is no duplication of 
taxes in any one year, because there is only one such expense charged each 
year. The error consists in charging the second year with the same taxes 
as the first year, the third year with the taxes of the second, and so on. 
If the taxes were exactly the same each year no harm would be done, 
but if they vary, the true condition is not shown, either as to the tax 
expense of each year or the liability to the government at the end of 
each year, since the reserve for the taxes of the first year remains the 
reserve for all subsequent years. 

That is, if the taxes for 1916 were $1,000, there would be a charge on 
December 31, 1916, of $1,000 as tax expense, offset by a reserve of the same 
amount If the taxes of 1917 were $2,000, there should be a reserve of 
$2,000 set up on December 31, 1917, to offset— the actual payment of $1,000 
having been charged to the reserve account. But if the plan quoted were 
adopted, the charge for tax expense in 1917 would be only $1,000 and the 
reserve on December 31, 1917, would also be $1,000, although there actually 
existed a liability of double that amount. In 1918 the actual payment of 
$2,000 is charged as tax expense, although the real tax for that year is 
$4,000, and the balance-sheet shows a liability of only $1,000 still, in spite 
of the fact that four times that amount of liability actually exists. 

Some persons, especially lawyers, have the idea that nothing counts 
unless actual money is spent. It is not true that "it is only when the tax 
as paid is charged against the reserve that invested capital is reduced." 
The reserve is a liability and as such it reduces the total of the net assets 
as much as if the tax had been paid in advance, instead of being deferred. 
This is the accounting principle; the expense and the liability are both 
incurred when the reserve is set up. The fact that the federal government 
does not allow the deduction of its own taxes as an expense is an anomaly 
that governs the preparation of the tax schedules but not the accounting 
procedure. 



It is announced that the firm name of Webster & Mills has been 
changed to Mills & Company, as of March 1, 1919. The address remains 
unchanged, 42 Broadway, New York. 



H. C. Crane, C. G. Trost and H. A. Trost announce the formation of a 
partnership with offices at 817-818 First National Bank building, Mont- 
gomery, Alabama. 
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COST ACCOUNTING, by J. Lee Nicholson, GPJL, and John F. D. 
Rohrbach, C.P.A. The Ronald Press Company, New York. $6.00 net. 
The authors of Cost Accounting have produced what the reviewer con- 
siders the most satisfactory book on the subject which has come to his 
notice. It answers the tests with regard to content, arrangement and 
interesting presentation of the subject It is a marked improvement in the 
matter of arrangement over previous works of the senior author. There 
is much of course which he has presented before, but such material has 
been skillfully worked into the present book so as to add rather than 
detract. 

The outline of the book is similar to that generally followed in well 
arranged books on the subject Briefly summarized, there are discussed in 
the order stated, cost finding and its functions, the elements of cost, the 
methods employed, the cost records and the reports rendered. Following 
this the author takes up the relation of the detail records to the controls, 
the installation of a cost system and simplified cost finding methods. 

The chapters on the accounting under government contracts are most 
interesting. Cost-plus contracts, which came with the war, may have 
served most of their usefulness. They may have been good or bad so far 
as economy is concerned judged from the point of view of the govern- 
ment They served at least to bring the subject of cost accounting to the 
attention of a large number of persons and stimulate much interest in it 
The authors of the book under review have offered a most complete expo- 
sition of cost-plus contracts and their accounting which if only for his- 
torical purposes would be decidedly worth while. 

The chapter on suspension or cancellation of contracts is most timely 
and will be seized upon with avidity by the many persons who are in the 
throes of settling government contracts terminated by the war. 

In the opinion of the reviewer, if the statement may be made without 
detracting in any way from the rest of the book, especially the closing 
chapters, the most useful portion of the book is that which deals with 
depreciation and maintenance. Much has been written on the theory of 
depreciation. Information as to the various bases upon which depreciation 
is calculated is abundant. Scarce indeed have been data, based on experi- 
ence, as to the life of physical property. It is in supplying this long felt 
want, in part, that the authors have made a large contribution. The rates 
given embrace buildings, building equipment, power plant and power 
equipment, machinery, small tools and miscellaneous equipment. 

Cost Accounting by Nicholson and Rohrbach is a welcome addition 
to the literature on the subject. It shows not only knowledge of the 
subject but a careful organization of the material. It is broad in scope and 
altogether satisfying. 

JOHN RAYMOND WILDMAN 
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U. S. RECLAMATION SERVICE MANUAL. VOL. II, Accounting 
Issued by the Department of the Interior, Washington. 

In a letter transmitting the above book for review C. E. Piatt, acting 
chief accountant, department of the interior, says — 

"While the instructions contained therein have to do with the 
accounting problems peculiar to the reclamation service, there are 
many practices and principles which are generally applicable to various 
commercial enterprises." 

This is a modest statement. Though the mass of detail seems fairly 
bewildering at first sight, the practices are founded on absolutely correct 
accounting principles, so Mr. Piatt would have been justified in saying 
that they are applicable to the operating and property accounting of all 
commercial enterprises, barring, of course, the special forms necessary to 
complete the systems of corporations and partnerships. In short, the 
manual is a good and sufficient text-book for any student of bookkeeping. 
The only wonder is that with the liberal salaries offered at the start by 
Uncle Sam to ordinary bookkeepers which should attract plenty of com- 
petent graduates from business schools, it should be considered necessary 
to give such elementary instructions as the manual provides in its earlier 
pages. But as the manual is the result of fifteen years' experience in the 
reclamation service we must assume that F. L. Cavis, chief accountant of 
the reclamation service, knew what he was about when he compiled it. 

The manual is divided into four parts. 

Part I, general accounting, begins with definitions of the terms used 
in the book, classifying and explaining in detail the use of every account, 
and ending with instructions for the proper auditing of the accounts by 
the examiner. Auditors in civil life will be interested to know that the 
examiner may require his questions to be answered under oath ; and that 
if test checks of material on hand are unsatisfactory, he is directed to 
make a complete inventory. Uncle Sam evidently considers that auditors 
shall be responsible for the inventories ! 

Part II covers fund accounting, which serves to connect the work done 
with the appropriations made by congress. 

Part III covers cost and property accounting, with an exhaustive list of 
property accounts and forms. 

Part IV, forms, contains the list of forms to be used for apparently 
every conceivable purpose, even to the proper form to be used for applying 
for leave of absence and the acceptance of resignations. 

In addition there are some thirty pages of fine print containing a 
classification of items in detail comprising the various cost keeping 
accounts and reports, and an excellent index which should make it go 
hard with any careless employee who fails to use the right form or makes 
an entry in the wrong account 

There is an interesting statement in regard to repairs and replacements 
on page 246 which seems to throw a clear light on the continual struggle 
between modern and antiquated accounting methods going on in the 
government service. After defining correctly the difference between a 
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repair and a replacement, the manual instructs the bookkeeper never- 
theless — 

"In the case of structures (completed and in operation), the cost of 
both repairs and replacements of a canal or a structure will be included 
in the operation and maintenance cost for the current year. . . . It is 
not considered practicable in reclamation accounting to create a reserve 
for future substitutions or replacements." 

We are not told why it is not practicable, but one may hazard a guess 
that here the old method of turning back to the treasury all unexpended 
balances at the close of the fiscal period prevails. The service is apparently 
not permitted to retain the reserve that might and should be created out 
of the current rates to provide for depreciation. Then either the current 
rates will not contain that element of operating cost, and the present con- 
sumer will thus benefit at the expense of the future, or if the rate is 
fixed to cover depreciation, the funds so created will be turned back into 
the treasury, and future replacements must be paid from new appropria- 
tions. If the current rate does not include depreciation, it also follows 
that either the consumer or the taxpayer must bear the burden of replace- 
ments in the years when they become necessary. What with the con- 
sumer's congressman bent on keeping the rate down to "actual cost/' and 
other congressmen criticizing the growing appropriations required for 
replacements, the lot of the reclamation service is rather a hard one. It is 
gratifying to note that the accounting officers fully grasp the subject, how- 
ever, (as is shown by the ample and careful provision made for deprecia- 
tion of equipment during construction) and one may hope that in time 
congress will be brought to an understanding of it. 

W. H. L. 



OFFICE MACHINERY AND APPLIANCES, by Lawrence R. Dicksee. 
Gee & Co. London. Ten shillings and sixpence net. 

Any book dealing with the subject of office equipment must either treat 
the matter in an abstract and general way or run the risk of appearing 
to be a special pleader for certain appliances. The recognized standing of 
Professor Dicksee is so high in the profession, however, that his opinion 
in regard to various kinds and makes of machinery is above accusation 
of advertisement and what he has to say is worth reading. In the volume 
before us he discusses many of the best known appliances and his views 
are peculiarly interesting to American readers because they reflect the 
opinion of a foreigner on the subject of American products — most of the 
modern office appliances are of American origin. 

If any one wishes to learn the uses of a rather wide range of appliances 
written by one who thoroughly appreciates the advantages of modern 
office equipment he may find what he wants in this little volume by 
Professor Dicksee. 
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Some Phases of Capital Stock 

By William A. Paton 

Much has been written about the significance of certain ele- 
ments of corporate proprietorship and the proper accounting 
treatment for them. Stock discounts and premiums, stock author- 
/ ized and stock outstanding, unissued, donated and treasury stock — 

:; all these phases of capital stock have been so fully discussed in 

accounting texts and special articles that it would seem as if the 
subject should be exhausted. An examination of these discus- 
sions, however, discloses the fact that either some of these 
matters are not fully understood or, at least some of the 
generally accepted methods of accounting for certain subsidiary 
items of capital stock ignore important aspects of the situation. 
It is the purpose of this article to emphasize these neglected con- 
siderations and to raise a question as to the propriety of certain 
doctrines and practices which at present find common endorse- 
ment among accountants. 

The Treatment of Stock Discounts 
It is not long since accounting opinion was somewhat confused 
as to the real significance of stock discounts. The unfortunate 
convention of listing such discounts among the assets was in part 
responsible for this confusion. When an item is always found 
in the asset column and is combined with real assets to obtain a 
total of assets figure, it is easy for the accountant as well as the 
layman to slip into the habit of viewing the item as an asset, even 
though of a somewhat suspicious character. It is possible even 
among current discussions of the subject to find statements which 
suggest that discounts are related in some way to the asset cate- 
gory (with note and bond discounts such erroneous implications 
are common), and occasionally the opposite error is made and 
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the term loss is wrongly applied to a stock discount. It is now 
generally recognized, however, that a stock discount is neither 
an asset nor a loss, but is rather a valuation item — an offset to 
a capital stock figure which is largely nominal as far as the bal- 
ance-sheet is concerned. The par of the capital stock in any 
case less the amount of the discount represents the actual invest- 
ment — original proprietorship. The discount on stock account, 
then, is really no more than a section of the capital stock account, 
and the two accounts should always be read in conjunction to 
determine the status of the proprietary equity. 

In other words, stock discounts really belong to the proprietary 
and liability side of the balance-sheet ; and to bring out this fact 
many accountants urge that such items be listed as deductions 
from capital stock instead of being placed among the assets. This 
is a highly commendable practice, for in this way the par value 
of the stock may be retained in the balance-sheet for what that 
fact is worth, the actual amount of the original proprietary invest- 
ment is shown and the stockholder or other person interested is 
not deceived as to the real situation. 

It is in the latter treatment of stock discounts in the accounts 
that the commonly accepted doctrine is somewhat questionable. 
It is generally insisted that such items should be written from the 
books as soon as sufficient income is available to absorb them, or 
at any rate in a few years. Let us consider the nature and con- 
sequences of such procedure. 

If discounts are written off at all legitimately it must clearly 
be done by charges against some proprietary equity account and 
not a property account. Conceivably these charges might be 
made to capital stock itself, gross revenue, net revenue or some 
form of surplus. That is, since a stock discount is an offset to a 
gross proprietary figure, it can be extinguished only by a charge 
against some positive proprietary item. To dispose of a discount 
by a charge to capital stock would, of course, be merely a reversal 
of the accounting procedure which set up the discount; and if 
there was adequate reason for bringing such an item into the 
accounts in the first place it would be unreasonable to write it off 
by such means. The elimination of discounts by charges to gross 
revenue is out of the question since such procedure would disturb 
the integrity of the net revenue figure, in that it would virtually 
mean the transfer of an item of gross revenue directly to the 
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capital accounts. If discounts are to be written off, then, the con- 
current charges must be to current net income or accumulated 
income. 

But what is the effect of such accounting procedure? Writ- 
ing off discounts in this manner obscures two of the most impor- 
tant facts which a balance-sheet should show: (1) original pro- 
prietary investment (including additions made subsequent to the 
period of organization) and (2) accumulated earnings. 
Adams, in Railway Accounting, says : 

The fundamental balances to which all accounting records contribute 
. . . are four in number, namely, the balance which measures the 
cost of the property, the balance which measures net operating revenues, 
the balance which measures the current surplus or deficit, and the 
balance-sheet statement of accumulated profit or loss. . . . They are 
guides for the judgment of the investor and a measure for those who 
desire to know the degree of prosperity which has attended the operation 
of a property. . . . The degree of confidence which may be placed 
in the integrity of the four balances named is one of the accepted tests 
of sound accounting. 

Neither of these highly significant balances can be determined 
from a financial statement if any stock discounts have been written 
off. As stated above, when stocks are issued below par and par 
is retained as a balance-sheet fact, the original investment can be 
determined only by deducting the amount of the discount from 
the total par value of the outstanding capital stock or, in other 
words, by reading the capital stock and discount on stock accounts 
together. If a stock discount is eliminated by charges against 
income the balance-sheet certainly does not show the amount of 
the investment or the extent to which earnings have been re- 
tained in the business. Total proprietorship is still correctly 
stated, it is true, but the separation of the two important divisions 
of the proprietary equity is not maintained. 

A simple hypothetical case should perhaps be given to make 
the discussion concrete. Suppose a company organizes with a 
capital stock of $100,000, par, and that all of this stock is issued 
in exchange for cash, commodities and services having a value 
of $70,000. In summary form the balance-sheet would appear as 
follows : 

Property $70,000 Capital stock $100,000 

Discount on stock. 30,000 



$100,000 $100,000 
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Suppose further that in the course of a few years the company 
retained profits in the business totalling $50,000. The balance- 
sheet (assuming that no new equities have appeared) would 
show at this time : 

Property $120,000 Capital stock $100,000 

Discount on stock. 30,000 Surplus 50,000 



$150,000 $150,000 

If the discount items were now extinguished the statement would 
appear as follows: 

Property $120,000 Capital stock $100,000 

Surplus 20,000 



$120,000 $120,000 

Is this last statement a strictly legitimate balance-sheet? Would 
not the stockholder who read this balance-sheet naturally con- 
clude that the original investment totaled $100,000, and that the 
company had accumulated profits to the extent of $20,000 
when as a matter of fact the original investment was only 
$70,000, and earnings retained in the business amounted to 
$50,000? 

It would surely be admitted that the primary purpose of the 
balance-sheet, in any case, is to furnish essential information 
about the financial status of a business enterprise to the manager, 
present and prospective stockholder, creditor and other interested 
parties; and it appears from the foregoing that the elimination 
of stock discounts is a practice inconsistent with this purpose. 
Undivided profit to the stockholder is one of the most significant 
figures appearing on the balance-sheet, and he bases his decision 
with respect to his investment to no small degree upon the 
fluctuations in this figure. It is evident that entirely erroneous 
conclusions regarding the success of an enterprise between years 
might be drawn if an accounting procedure such as that shown 
above is followed. A few individuals may know the facts, but 
the great body of investors is likely to be misled. 

Balance-sheets are by far the most popular form of financial 
statement. The balance-sheets of leading companies are widely 
circulated, and are eagerly read by investors. Further, the 
manager often depends largely upon the balance-sheet for his 
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general impressions of the financial condition of his enterprise. 
In view, then, of the many and important uses to which the 
balance-sheet is put, accounting methods which tend to disturb 
the essential elements of this statement are at least questionable. 

The integrity of surplus in particular is a matter of importance. 
In adjusting the rates of public utilities accumulated earnings 
constitute a highly significant consideration. 

Although the integrity of the surplus figure is a matter of 
special moment in the case of public utilities, the rules of the 
interstate commerce commission as stated in the classifications of 
1914 permit stock discounts to be extinguished by charges against 
either current income or surplus. Income account No. 555, 
"stock discounts extinguished through income," is charged with 
"amounts definitely appropriated from income to reduce or ex- 
tinguish the amount of discount on capital stock issued by the 
accounting company;" and profit and loss account No. 616, 
"stock discounts extinguished through surplus" is charged with 
amounts appropriated from surplus for the same purpose. 

The adjudication of disputes between capital and labor may 
often involve reference to accumulated corporate earnings. The 
present revenue programme of the federal government provides 
for a tax on undivided profits under certain conditions. Any 
accounting practice, accordingly, which covers up or obscures 
surplus is of doubtful propriety. 

It should be noted that writing off stock discounts is not the 
only practice which disturbs surplus. Surplus is often subdivided 
into a dozen or more accounts, is obscurely or improperly labeled, 
and is scattered promiscuously among the items in the liability 
side of the balance-sheet in such a way as quite to bewilder the 
average layman. 

It might be objected that it is not essential that surplus and 
original proprietorship be segregated in the balance-sheet, since 
the manager or investor in any case is able to gauge the success 
of the enterprise from the data exhibited in the income sheet, 
and, if he cares to penetrate further into the dark intricacies of 
the financial status of the enterprise, an examination of the 
original entries and detail accounts will disclose any added infor- 
mation desired. It is true that an intelligent examination of 
income sheet and balance-sheet in conjunction by a person with 
some knowledge of accounting would serve to explain the dis- 
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appearance of a stock discount item and a reduction in surplus 
of a like amount (provided only that the surplus account were 
appended to the income sheet, however) ; but the difficulty is that 
the person interested is usually not sufficiently versed in account- 
ing to trace such a technical matter through the various state- 
ments. Further, as was stated above, the balance-sheet is a 
distinct statement of financial condition, and it may be read by a 
great many present and prospective investors who pay very 
little attention to any other data. Examination of original entries 
and accounts is usually out of the question. The summary state- 
ments of income, surplus, assets, original proprietorship and 
liabilities are prepared for the very purpose of obviating the need 
for such examinations. Few, if any, of the interested persons 
have the time, opportunity or skill to glean the desired informa- 
tion from a mass of original records. Omissions or distortions 
of essential balances in the summaries, accordingly, cannot be 
excused on the ground that the correct information can be deter- 
mined if necessary. 

The prevailing attitude as to stock discounts is due primarily 
to the fact that the accountant is a conservative. He has had to 
contend with the natural tendency of the business manager to 
overstate values and, consequently, profits; and he has come to 
view such items as discounts with suspicion. 

It is interesting to note how effectually this tendency has been 
checked by the recent income and excess profits tax legislation. 
This legislation has probably done more in three or four years to 
develop among business men conservatism in accounting methods 
than the efforts of a generation of accountants. For example, 
the business man is now willing, even anxious, to depreciate 
anything and everything. 

This attitude is due in part to the convention of listing these 
valuation items among the assets, as was stated above; and it is 
also due to the fact that discounts on securities have so often 
been improperly disposed of in corporation accounting by means 
of charges to the property accounts. But if frankly labeled, and 
especially if handled in the balance-sheet as a deduction from 
capital stock instead of being listed among the assets, there is no 
good reason for viewing security discounts with suspicion. Items 
of undivided profits and stock discounts may well appear concur- 
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rently on the same statement, and indeed should so appear if it 
be admitted that the balance-sheet should show both original 
proprietorship and accumulated earnings. 

What has been said here about stock discounts may be applied 
in principle to premiums on capital stock. Such premiums are 
a part of the original investment and should be treated in the 
accounts as a permanent adjunct of the capital stock account, 
being carefully distinguished from income or accumulated sur- 
plus. It is interesting to note that accountants are almost in 
unanimous agreement with this statement of the case as to pre- 
miums; and this state of opinion is an added argument for a 
change of sentiment on the treatment of discounts. 

Thus far it has been assumed that it is essential that stock 
discounts be introduced into the accounts whenever securities are 
issued below par. As a matter of fact it would be quite possible 
to record all the essential facts of original investment without 
entering discounts. If capital stock were listed at the amount of 
the actual investment, or, in other words, if par value were not 
used as a basis of accounting for securities, there would be no 
occasion to record the amount of the discount in any case. And 
while it is not intended here to insist upon the point as a matter 
of great consequence, it should be emphasized that the impor- 
tance of par value as an accounting fact has been unduly stressed. 
It is certainly possible (if legal) to record proprietorship at the 
amount of the actual investment without any reference to a 
formal valuation. In the case of a partnership, for example, the 
proprietary equities are handled on the basis of actual valuations. 
Further, it is now not uncommon (in states where this practice 
is allowed) for a corporation to organize without stating any par 
value for its capital stock. Certainly it is true that corporate 
equities having no par can be handled conveniently. Dividends 
can be stated as dollars per share or as a percentage of actual 
proprietorship instead of as a percentage of par. Indeed, per- 
centages on par are very likely to be misleading, since such rates 
may bear little relation to actual income rates. The investor is 
inclined to attach an altogether undue importance to par value, 
and this is due in large measure to the fact that the formal rather 
than the actual proprietary investment is listed in the balance- 
sheet under the head of capital stock. 
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It is not intended to deny the legal significance of par value, 
but the fact that par has a meaning in certain cases does not 
justify its inclusion in the balance-sheet. The balance-sheet, it 
should be remembered, is in essence a statement of asset and 
equity facts, and need not cover all other aspects of the condition 
of the business enterprise. If par is more likely to deceive than 
instruct it may well be omitted. Par value usually appears on 
the stock certificates, in the articles of incorporation and in the 
minutes of the incorporators' and directors' meetings: hence 
there is no danger that the fact will be lost. 

On the other hand it is entirely rational to record stocks at 
par provided the proper offset (or adjunct) accounts are set up, 
correctly labeled and retained as long as the main capital stock 
accounts. The use of valuation accounts is a firmly established 
part of modern accounting practice, and although such accounts 
add to the complexity of the accounting structure they need not 
cause misstatements or misrepresentations if properly handled. 

Summing up the foregoing discussion, it may be said that stock 
discounts either should not be introduced into the accounts in the 
first place or, if brought in, should be retained as long as the 
original stock issue involved is not disturbed. If such discounts 
are written off, total proprietorship is still correctly stated, but 
the two important classes of proprietorship, original investment 
and accumulated surplus, are obscured, and the resulting balance- 
sheets do not show accurately the essential facts in which the in- 
vestor or other person is interested. 

In the case of discounts on notes and bonds, where a discount 
is the difference between actual investment and a contractual sum 
returned at a specified date, much more important questions of 
principle are involved. A discount of this type measures a part 
of the total interest accruing during the life of the security, and 
should be accumulated by charges to net revenue and not to 
surplus, for otherwise net proprietary income will be incorrectly 
stated in each accounting period. It should be noted that on this 
point present accounting practice and opinion are not always 
sound. 

The Significance of Treasury Stock 

The capital stock authorized by the incorporators may be for 
almost any amount, there being practically no legal restrictions on 
such authorizations. Capital stock authorized, therefore, is not 
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an accounting fact in the strict sense; and according to the best 
methods of accounting the record of capital stock begins with 
stock subscribed. This procedure keeps unissued stock entirely 
out of the books of account Whether recorded in the accounts 
or not, it is generally agreed that unissued stock is not an asset 
in any sense, and if brought into the books should be viewed as 
nothing more than an offset to total authorized capital stock. 
Writers on accounting, however, nearly always distinguish sharply 
between unissued stock and treasury stock, so-called. Unissued 
stock, it is admitted, represents merely tthe authorization of the 
incorporators. It may never be issued and, although a possible 
convenience in case of future expansion, it cannot be said to 
constitute an asset. Treasury stock on the other hand — especially 
in certain circumstances — is held to be a bona fide asset. It seems 
to the writer that although there are certain differences between 
unissued stock, donated stock and treasury stock in the more 
narrow usage (stock called in according to prearrangement or 
bought by the issuing corporation on the market), there is no 
reasonable basis for the fundamental distinction commonly drawn. 
These items are not assets, in any circumstances; and such dis- 
tinctions as exist between them are of a relatively superficial 
character so far as the statement of the financial status of the 
enterprise in any case is concerned. From the standpoint of the 
balance-sheet it is virtually no greater error to apply the term 
treasury stock to unissued stock than to stock once issued for 
actual property and later bought by the corporation from the 
individual holder for cash. This view is not in agreement with 
prevailing opinion, but it is believed that a careful analysis of the 
situation will substantiate it. 

Let us note first the various circumstances in which the stock of 
a corporation once outstanding finds its way back into the pos- 
session of the issuing company. In some cases capital stock once 
issued in a bona fide manner is donated, or returned to the cor- 
poration without compensation. Such a transaction is usually 
prearranged, and its purpose is to ftiake the stock involved fully 
paid so that it will sell readily when reissued to raise working 
capital. Such is the psychology of the market that stock which 
carries the legend "fully paid and non-assessable" sells more 
easily to the investing public than the assessable variety. Further, 
in many states stocks cannot be issued, originally, below par. But 
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the laws are rather lax on this point and if the stock is once issued 
at par "for value received" — even if the property received is 
considerably over-valued — it can be donated to the corporation 
by an interested stockholder and reissued for any price it will 
bring. Some person, for example, puts in a tract of land, a fac- 
tory, a mine, a patent right or other property at a nominal valua- 
tion and later returns for re-sale a part of the stock issued to 
him in exchange. Conceivably such a situation might arise even 
if the value of the original property were not overstated, since 
the insiders might find it necessary to make some sacrifices in 
order to secure the funds essential to the successful initiation of 
the enterprise. 

Stocks are often issued which may be called under certain 
conditions, and when an issue is brought in by call (adequate 
payment is, of course, usually made to the stockholders) it con- 
stitutes treasury stock unless or until the issue is formally 
retired. In other cases the directors may decide to reduce the 
stock outstanding by buying shares in the open market, using for 
this purpose current corporate funds available. Any one of sev- 
eral reasons may be responsible for such a decision. The corpora- 
tion may be a wasting asset enterprise, such as a mining company, 
and it may take this method of cancelling proprietorship and 
reducing cash accumulations. Or certain interests having immedi- 
ate control may desire to eliminate other interests by buying them 
out. The common stockholders, for example, may decide to use 
certain funds to accumulate an outstanding issue of preferred 
stock carrying a high interest rate, for the purpose, perhaps, of 
replacing the issue in whole or in part by a security carrying a 
lower income charge. 

Whatever the particular situation may be, the effect upon the 
balance-sheet is essentially the same in each case. The corpora- 
tion has come into possession of some of its own stock, and this 
stock, instead of being an asset, is virtually a deduction from the 
outstanding capital stock, whether formally retired or not. 

To make the argument emphatic, let us further consider, for 
illustration, the case of stock bought outright on the market for 
cash. If it can be shown that such stock is not an asset when in 
the possession of the issuing corporation, it surely follows that 
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capital stock held by the issuer should never in any circumstances 
be considered a property item, since stock so purchased is the 
type most strongly urged as having an asset character. 

Suppose that the balance-sheet of the X Company at a certain 
date stands as follows : 

Mine $600,000 Capital stock $500,000 

Other assets 150,000 Surplus 250,000 

Cash 250,000 Liabilities 250,000 



$1,000,000 $1,000,000 

At this time the directors vote to use the available cash up to the 
amount of $210,000 to purchase the stock of the corporation on 
the open market from miscellaneous stockholders. Let us assume 
that this authorization is carried out and, for convenience, that 
all the shares purchased are secured at a price exactly equivalent 
to the book value as shown in the above balance-sheet. 

This coincidence of book value and market prices would never, 
of course, exist, particularly in a series of sales covering a con- 
siderable period. If the stock were secured for less than book 
value the difference would be a credit to surplus ; and this would 
mean that the equities of the remaining stockholders were some- 
what increased. On the other hand, if a price higher than book 
value were paid, the excess would be a charge to surplus; and 
this procedure would be to the disadvantage of the remaining 
stockholders. 

If the amount of stock bought in this way is charged to 
treasury stock, and the balance-sheet is prepared in the conven- 
tional manner, we have the following: 

Mine $600,000 Capital stock $500,000 

Other assets 150,000 Surplus 250,000 

Treasury stock... 210,000 Liabilities 250,000 

Cash 40,000 



$1,000,000 $1,000,000 

Is the stock thus secured an asset of the X Company? Is it 
not rather a deduction from capital stock outstanding (and sur- 
plus) which might be listed on the right side of the balance-sheet 
as such a deduction, or even might be charged directly to the 
capital stock and surplus accounts, thus reducing both sides of the 
balance sheet by $210,000? In other words, has not the company 
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used $210,000, not to buy an asset, but to reduce its outstanding 
capitalization even if no formal change in this capitalization has 
yet taken place? 

Some might admit that the item of treasury stock should only 
be listed at par, $140,000, since par is the basis for the capital 
stock entry on the other side, and that the difference between this 
figure and the price paid, or $70,000, should be charged to sur- 
plus. It surely could not be insisted on any logical basis, how- 
ever, that for the $210,000 actually paid an asset worth only 
$140,000 is obtained, and that the balance is an offset to surplus. 
If this item of treasury stock is an asset at all it should be charged 
at the full purchase price. 

Suppose now that the directors of the X Company formally 
vote to reduce the outstanding stock by the amount of the recent 
purchases, that the stock certificates are cancelled and that the 
entries are made which give effect in the accounts to this action 
of the board. The balance-sheet will then stand as follows : 

Mine $600,000 Capital stock $360,000 

Other assets 150,000 Surplus 180,000 

Cash 40,000 Liabilities 250,000 



$790,000 $790,000 

Total assets are now reduced by $210,000 (if it be assumed 
that the treasury stock item is an asset) and this is done by a 
formal act of the directors, by making entries giving effect to the 
reduction and by marking certain certificates cancelled. Has the 
corporation lost anything of any value? Is any stockholder's 
equity reduced? Instead, is this not simply the formal completion 
of a stock retirement which was made effective as far as the bal- 
ance-sheet was concerned when the stock first came into the pos- 
session of the X Company? 

A modification of this illustration will serve to show further 
the unreasonableness of viewing stock in the hands of the issuing 
company as an asset. Suppose that the directors of the X Com- 
pany do not have the stock certificates cancelled as purchased, but 
that more and more stock is bought up as funds become available 
through the wasting of the mining property until the property 
is practically exhausted and stock to the amount of say only 
$50,000 (par) remains in the hands of individual stockholders. 
Assuming that the book value per share remains unchanged (as 
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compared with the preceding statements), that the price paid is in 
each case equivalent to this book value and that other assets and 
liabilities are the same as before, the balance-sheet will now ap- 
pear somewhat as follows: 

Mine $100,000 Capital stock $500,000 

Treasury stock. . . 675,000 Surplus 250,000 

Other assets 150,000 Liabilities 250,000 

Cash 75,000 



$1,000,000 $1,000,000 

If it is still insisted that this treasury stock is an asset, one is 
forced to the conclusion that the X Company still owns property 
worth $1,000,000 in spite of the fact that its mining property has 
declined from a value of $600,000 to $100,000 and has been 
replaced with nothing but the company's own capital stock. 

Carrying the illustration still further, it might be assumed 
that the original property was finally entirely exhausted, that 
sufficient current assets were used to liquidate the liabilities and 
that the remainipg funds were used to buy up the stock still 
owned by individual members of the corporation. This illustra- 
tion is, of course, purely academic, since a corporation could not 
legally exist with no membership but itself. The balance-sheet 
might then appear: 

Treasury stock ..$750,000 Capital stock $500,000 

Surplus 250,000 



$750,000 $750,000 

It is surely evident in this case that the treasury stock item is 
merely an offset to capital stock and surplus and is in no sense an 
asset. The X Company no longer has any assets and even before 
the stock certificates are cancelled has virtually ceased to exist 
as far as the balance-sheet is concerned. 

But, it may be argued, treasury stock may be sold for cash as 
readily as any property item, and anything which is readily 
salable is surely an asset. This statement is typical of the 
careless reasoning concerning treasury stock which is responsible 
for the present inaccurate views of the case. The purchase of 
outstanding capital stock by the issuer does not represent an ex- 
change of assets, as is implied in this kind of statement; and 
similarly the reissue of such stock does not involve an asset 
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exchange. Instead, such transactions affect both sides of the 
balance-sheet. The original issue or the reissue of capital stock 
is not the sale of an asset ; but such transactions, from the stand- 
point of the immediately preceding balance-sheet, represent new 
investment. New assets and new equities come into the business. 

It may still be urged, however, that the law recognizes the 
right of a corporation to hold its own stock; that this is not an 
unreasonable situation particularly in a case where there are 
several distinct issues of capital stock and a part of one issue is 
bought up and held by the issuing corporation ; and that such stock 
is as much a part of the company's property as are securities in 
other corporations. This point brings us to the heart of the 
matter. True, a corporation may legally hold a part of its own 
stock; cheques for dividends on this treasury stock may be actually 
made out by the proper officers and may be deposited by the 
company — in fact the whole formal rigmarole may be completed; 
but it should be insisted that these transactions are purely formal 
and have no real effect upon the financial condition of the com- 
pany. The law carries the legal fiction of the corporate entity 
farther than the accountant can safely carry it. In certain situa- 
tions the accountant must brush aside this fiction (which has a 
perfectly proper significance in other ways) in order to get at the 
realities of the case. For accounting purposes transactions be- 
tween the corporation and its own members must be sharply 
distinguished from transactions with outsiders. Unless this dis- 
tinction is carefully made it is impossible to avoid misconceptions. 
Can a corporation include part of its own stock with the total of 
its actual property as an asset? This would mean counting as 
property a liquidated right in the business itself. 

It should be admitted that the fact that a corporation has 
stock authorized which can be issued to secure additional funds 
when needed may be an advantage, since new authorizations may 
require a special meeting of the stockholders, changes in the 
articles of incorporation, etc. Further, it might even be admitted 
for the sake of argument that stock once issued and held in the 
treasury may, in certain circumstances, have some slight advan- 
tages over authorized but unissued stock in case of reissue. But 
this fact would not in the least justify calling treasury stock an 
asset. An advantageous condition does not necessarily signify 
an asset, unless one is using the term asset in a loose sense which 
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has nothing to do with accounting. A bank's right to issue cur- 
rency may be an advantage — one of the many necessary conditions 
to successful business operation — but a bale of notes fresh from 
the press in the hands of the issuing bank is worth simply the cost 
of manufacture. The fact that a corporation can borrow needed 
current funds on its promissory note or by issuing bonds is an 
advantage but not an asset. A company in certain circumstances 
can assess its stockholders, but this possibility is not an asset, 
although the funds received when the assessment is called con- 
stitute an asset. In other words it is entirely illegitimate to count 
as an asset any condition which merely makes possible or con- 
venient the raising of capital. 

A word might be added with reference to the distinction be- 
tween "dead" and "live" treasury stocks and bonds. As Lyon 
points out so effectively in Capitalisation this distinction is purely 
a specious one. The fact that in one case a security is stamped 
"cancelled" and in another "held for sinking fund," means little 
or nothing so far as the balance-sheet is concerned; and Lyon 
urges that these distinctions are misleading in other ways and 
might well be abandoned. Certainly from the accounting stand- 
point the securities of a company, either stocks or bonds, are 
always virtually dead when held by the issuer. 

It would probably promote intelligent interpretation of the 
balance-sheet if treasury stock items of all descriptions were 
excluded from the balance-sheet proper and, if presented in the 
summary financial statements, were listed as foot-notes or dis- 
cussed in narrative addenda. The term treasury stock is in itself 
misleading, and when listed as an asset it will certainly deceive 
the average stockholder. If brought into the balance-sheet such 
items should be distinctly labeled as valuation accounts, or listed 
as deductions from the gross balances of the main proprietary 
accounts. 
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Our Newest Navy* 

HOW ITS COST IS BEING DETERMINED 

By David Potter 
I 

Several hundred vessels of our newest navy — vessels of types 
from battle-cruiser to mine-sweeper and to torpedo-testing barge 
— are being constructed at more than a score of civilian ship- 
yards. These vessels are being built, so far as concerns matters 
of cost, upon a basis of their actual cost plus a profit on such 
actual cost. 

The administration of the matters of cost under these cost-plus- 
profit contracts has been entrusted by the secretary of the navy 
to a group of officers called the compensation board. In accord- 
ance with a nomenclature first used by the bureau of supplies 
and accounts, the name "cost inspection" has been given to the 
work performed under the cognizance of the compensation board. 
This cost inspection has already attracted the earnest attention 
of shipbuilders, of producers of raw materials, of economists, 
of financiers, of fiscal officials and of accountants. 

Some reasons for this wide interest will be found in a brief 
account of cost inspection set forth in this article. The cost 
inspection herein referred to has no connection with any deter- 
mination of costs arrived at by the United States Shipping Board, 
Emergency Fleet Corporation, for vessels being built by and for 
that corporation — the tiavy is not charged with supervision over 
the construction or the costs of construction of the vessels of the 
Emergency Fleet Corporation. 

Let him who ventures to read further take heart of grace! 
Here he shall find no cryptic "graphs" or diagrams, no co-ordi- 
nates or abscissae marking cost-curves better left unplotted. He 
shall find few arrays of figures, and none of them appalling. 
Those phrases, melodious to certain ears — interest on investment, 
deferred charges, shop cost, day rate, piecework, machine rate, 
non-productive labor — shall ring not at all in these pages. There 
will here be found almost none of the jargon of the schools of 
accountancy. 

'Copyrighted by United States Naval Institute, Annapolis, Maryland. 
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II 

I fancy that every explorer in a new land has a peculiar pride 
in his discoveries in that land, quite aside from the charm he finds 
in the contour of its landscape or in the sweep of its rivers. The 
sense of something achieved that filled the soul of Columbus in 
his discovery of America, of Cortez in his conquest of Mexico, 
of da Gama in his rounding of the Cape of Good Hope, must 
have been well-nigh divine. So, too, Newton's understanding of 
the significance of gravity, Watt's realization of the potentiali- 
ties of steam, or Whitney's invention of the cotton gin, was, in 
its way, almost as soul-satisfying. Hardly less so, to the persons 
concerned, were the conclusions of Taylor and Gantt in regard to 
scientific management, and the exposition by Hamilton Church 
of the advantages of the use of the capacity-factor in the pro- 
rating of indirect expense. 

Boldly to compare, therefore, the explorations of the members 
of the compensation board and of the officers of the bureaus with 
the explorations of other men, perhaps there may be conceded 
to the officers concerned the right to feel that something has been 
achieved by their initiation of cost inspection in this country. 

The secretary of the navy, by his order of March 22, 1917, 
and supplementary orders issued from time to time, organized 
the compensation board — made up of representatives of the line, 
the construction corps, the civil engineer corps and the pay corps. 
The department directed the board, first, to ascertain, estimate, 
and determine, in accordance with the terms of contracts, the 
actual costs of vessels building or about to be built under con- 
tract, with the navy department, on a "cost-plus-profit" basis; 
second, to decide upon, control, and supervise the execution of all 
methods necessary to be established to carry out its duties, 
especially those defined in the contracts for vessels building or 
to be built upon the "cost-plus-profit" basis. 

The compensation board at once requested the bureau of 
supplies and accounts to call upon officers of the pay corps ex- 
perienced in accounting to make recommendations as to methods 
of cost inspection. These recommendations were promptly sub- 
mitted. After consideration of the various plans proposed, the 
compensation board formulated general instructions under which 
cost inspection has since proceeded. 
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In addition to the indispensable aid of the officers of the regular 
pay corps, the compensation board has received the self-sacri- 
ficing assistance of a group of professional accountants and 
financiers — able and accomplished officers commissioned in the 
pay corps naval reserve force and assigned to duty with the 
compensation board. Officers of the bureaus of steam engineer- 
ing, construction and repair, yards and docks and supplies and 
accounts, as well as the jurists of the office of the solicitor for the 
navy department, have also furnished invaluable help. 

Ill 
Prior to March 22, 1917, vessels built for the navy at civilian 
shipyards were built on a fixed-price basis. A torpedo-boat 
destroyer, exclusive of armor and armament, used to cost the 
navy from $550,000 to $900,000. A battleship of the first class 
cost the navy from $4,400,000 to $7,500,000. These prices, of 
course, represented expenditures made by the shipbuilder for 
direct labor and for direct material, plus indirect expense, plus 
his profit. What amount of a shipbuilder's fixed-price to the 
navy was profit was not known to the navy, although close esti- 
mates were made by the navy's representatives. It is not un- 
reasonable to say that even if the shipbuilder knew pretty closely 
what expenditures he had made for direct labor and for direct 
material, he did not know how much of his selling price was 
overhead and how much was profit. The price the shipbuilder 
fixed to the navy was, at best, only an estimate, the estimate based 
on "experience" or "judgment," which, being interpreted, too 
often signified only a guess. 

The increasing cost of raw materials and the increasing cost 
due to high wages paid to employees resulted in the prices named 
by the shipbuilders to the navy reaching a very high figure. In- 
dications of the inevitable result of these increased prices asked 
by the shipbuilders from the navy were given again and again 
by the navy department. These indications were given not only 
in the form of tenders renewed and rejected, but, specifically, in 
the form of requests from the navy department to shipbuilders 
that lower prices should be offered, if possible. 

But induced by what they believed to be economic necessity, 
and inspired by motives of self -protection, the shipbuilders who 
were accustomed to construct naval vessels continued to make 
tenders only of prices unacceptable to the navy department. The 
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navy department became convinced that the prices demanded by 
the shipbuilders were unnecessarily high — that the percentages to 
cover contingencies were greater than the contingencies would 
actually require. 

It is certain that it was the duty of the navy department, while 
affording shipbuilders opportunity to earn a reasonable profit, at 
the same time to protect the interests of the government to the 
fullest extent of its powers. This duty it has performed to the 
utmost. 

By the act of August 29, 1917, under the heading "Increase 
of the navy," it was provided, 

That if, in the judgment of the secretary of the navy, the most rapid 
and economical construction of the battle cruisers authorized herein can 
be obtained thereby, he may contract for the construction of any or all of 
them upon the basis of actual cost, plus a reasonable profit to be deter- 
mined by him. 

As brief as the above quoted lines are, they mark the granting 
of a power to the government which was to result in revolution- 
izing the financial and accounting features of the construction of 
naval vessels at civilian shipyards. It is possible, even, that a 
revolution was begun in the whole economic situation of the ship- 
building industry. The above-quoted provisions of law were 
supplemented by certain vital provisions in the act of March 4, 
1917, the act of October 6, 1917, and the act of July 1, 1918. It 
is the appropriate provisions of the respective naval appropria- 
tion bills which made possible the construction of naval vessels 
at private shipyards on the basis of actual cost plus an agreed- 
upon amount of profit. 

IV 

During the autumn and winter of 1916 and the winter and 
spring of 1917, the navy department and its duly authorized 
representatives were engaged in endeavoring to persuade what 
may be called the "old-line" shipbuilders to agree to construct 
naval vessels at an acceptable fixed-price. Failing this, the navy 
department endeavored to agree with the shipbuilders upon a 
proper cost-plus-profit basis upon which to proceed with the work 
of construction. 

For several years, a considerable amount of ordinary building- 
erection has been done in America on a cost-plus-profit basis. It 
is evident, however, to anyone who has knowledge of shipyard 
work that ordinary building-erection on a cost-plus-profit basis 
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is a very different thing from the construction of vessels on the 
same basis. Without entering into details, it is believed that this 
will be conceded. 

Since the beginning of the European war, in 1914, and in a few 
sporadic instances before that time, certain civilian steamship 
companies had had vessels constructed at civilian shipyards on 
a so-called cost-plus-profit basis. The word "so-called" is used 
advisedly, since checking of such costs, either by the shipbuilder 
or the steamship company, was little more than nominal. The 
steamship companies had no, or at least very inadequate, ma- 
chinery for verifying the records of cost presented by the ship- 
builders. Further, except for approximately correct records of 
direct labor and direct material charges, the records of cost of 
the shipbuilder, as presented to the steamship company for 
payment, were little better than estimates. In fact, such records 
had all the joyous freedom from restraint of an ordinary fixed- 
price contract. 

In a word, almost no precedent existed in America for the 
determination of costs of vessels being constructed on a cost- 
plus-profit basis. 

It may be noted, in passing, that since the beginning of the 
European war, a vast amount of naval construction has been done 
in Great Britain on a cost-plus-profit basis. It is interesting to 
note, further, that such method of construction in Great Britain, 
on the whole, is not regarded by the British authorities as a suc- 
cess, so far as keeping down costs is concerned. Examination 
of British records in the case indicates, however, that this feeling 
of failure is not so much due to the fact that costs have been 
excessive — if, indeed, they have been — but is due to the diffi- 
culties encountered by the British authorities in satisfactorily 
checking the records of costs. Upon perusal of the British hear- 
ings, it is not certain, as a matter of fact, that costs have not 
been satisfactorily checked; but the feeling of dissatisfaction 
seems rather to have arisen from the difficulty found by govern- 
ment representatives in making clear to the committees of parlia- 
ment that costs have been adequately checked. 

V 

For the purposes of the present consideration, there are four 
practicable divisions of contracts. The differences between the 
four kinds are sufficiently well defined in the report of a sub- 
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committee of the interdepartmental cost conference. This con- 
ference was composed of representatives of the departments 
of commerce, of war, of navy, of the federal trade commission, 
the council of national defense, and the war industries board. A 
sub-committee of the interdepartmental cost conference drew up 
a report known as "Remarks on contracts" (July 31, 1917). As 
this is a clear exposition of the advantages and disadvantages of 
the four different kinds of contracts, some part of the remarks 
is quoted. 

A The Fixed Sum Contract 
By this is meant the form of contract in which the contractor, generally 
in competition with other contractors, bids a fixed lump sum for the fur- 
nishing of supplies or the performance of services (other than personal) 
under conditions laid down by the government. 

******** 

To summarize then— this form of contract has the advantage of sim- 
plicity but has the disadvantages of establishing a diversity instead of a 
community of interest between the government and the contractor, of 
demoralizing the supply and prices of raw materials, and of requiring 
increased time to secure competition. 

******** 

B. The Cost Plus a Percentage Contract 

This form of contract involves the complication and expense of requir- 
ing that the government itself determine, or at least check with consider- 
able accuracy, the actual costs to the contractor. 

It enforces upon the government the necessity of supervising the con- 
tractual relations between its main contractor and his sub-contractors, 
for it is to the advantage of the main contractor to make his sub-contracts 
cost as much as possible. 

It offers every inducement for the contractor to inflate his costs, and 
there are an almost infinite number of ways of doing this ; the temptation 
for the contractor is to inflate both his actual costs in every respect, and 
the cost he reports to the government 

Assuming that the above objections can be met, it has the advantage 
of protecting the government from excessive prices without demoralizing 
the prices and supply of raw materials, and of saving time. 

******** 

To summarize — this form of contract has the advantages of saving time 
and preventing demoralization of markets, but has the disadvantages of 
establishing a diversity instead of a community of interest between the gov- 
ernment and the contractor, of involving the government in the expense 
and trouble of determining or checking contractor's costs, of supervising 
his relations with sub-contractors and of giving rise to contentions between 
the government and the contractor that may be very troublesome during 
the contract and for many years thereafter. 
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C. The Cost Plus a Lump Sum Contract 
In this form of contract the actual cost to the contractor, determined 
or checked by the government is paid to the contractor, plus a definite 
lump sum, which, in the judgment of the contracting officer, is a reason- 
able reimbursement to the contractor for the employment of his services, 
plant, and organization in producing the desired product for the gov- 
ernment. 

******** 

Once this lump sum has been determined and accepted by the con- 
tractor, the contractor is under no inducement to inflate his actual costs, 
though he may still be tempted to inflate his reported costs to the govern- 
ment. His costs must therefore be determined- or checked by the govern- 
ment as in "B," above. Neither is he under any inducement to keep his 
costs low — in short, in so far as the real costs are concerned, he occupies 
a neutral position. 

******** 

To summarize — this form of contract has the advantages of saving time 
and preventing demoralization of markets. It establishes neither a diver- 
sity nor a community of interests between the government and the con- 
tractor. It involves the government in the expense and complication of 
determining or checking the contractor's costs, and may involve some 
supervision of sub-contractual relations, although not so much as in "B." 
.... Assuming that the difficulties in determining the contractor's 
costs can be met, it appears to be a satisfactory form of contract. 
******** 

D. The Cost Plus a Lump Sum with Limited Penalty and Bonus 

Contract 

In this form of contract a preliminary estimate is made by the con- 
tracting officer as in "C," or by the contracting officer and contractor in 
agreement. A lump sum consideration is fixed by the contracting officer 
as in "C," on the basis of the estimated cost. The contractor is informed 
of or agrees to the estimated cost and the lump sum consideration. If 
the actual cost after the work is done is just equal to the estimated cost, 
the lump sum consideration is paid, exactly as in "C." However, if the 
contractor is able to reduce the actual cost below the estimate, any reduc- 
tion is shared half and half between the government and the contractor, 
provided that the contractor shall not receive more than a certain maxi- 
mum. On the other hand, if the actual cost exceeds the estimate, half 
the excess is carried by the government and the other half is deducted 
from the lump sum compensation that was the basis; provided again, that 
the contractor's profit shall not be reduced below a certain minimum. 
******** 

In this form of contract the contractor is again put practically on a 
salary and rental basis, but with a penalty and bonus provision that brings 
about a community of interest between him and the government, so safe- 
guarded that unduly excessive profits to the contractor are prevented and 
also so as to ensure that he neither loses money on account of his work 
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for the government nor finishes without any compensation whatsoever. 
The contractor has every reason to reduce his actual costs, and so far 
a community of interest has been established. On the other hand, he has 
the temptation of inflating his reported costs to the government It will 
therefore still be necessary for the government to check or determine 
costs, as in both "B" and "C." 

******** 

To summarize — this form of contract saves time and prevents de- 
moralization of markets. It establishes a community of interests between 
government and contractor. It involves the government in the expense 
and trouble of determining or checking contractor's costs, but involves 
no supervision of sub-contractual relations, since the contractor's interests 
and the government's are identical so far as keeping down costs of sub- 
contracts are concerned. Assuming that the difficulties in determining con- 
tractor's costs can be met, it appears to be a satisfactory form of contract. 
******** 

The first group of contracts for the construction of our newest 
navy, as entered into by the navy department, is the cost-plus- 
ten-per-cent.-profit style of contract. In view of the fact that, as 
has just been indicated, this contract has been regarded as perhaps 
the least desirable of the three kinds of cost-plus contracts, from 
the government point of view, it may be asked why the navy 
department entered into a cost-plus-ten-per-cent-profit contract 
in preference to a fixed-profit-on-a-sliding-scale contract. The 
answer to such a question is complete and two- fold: first, the 
cost-plus-ten-per-cent.-profit contracts were formally entered into 
in April, 1917, and actually were agreed upon by the middle of 
February, 1917, before as much was known of the relative advan- 
tages and disadvantages of the different kinds of practicable con- 
tracts as is now known. Second — perhaps the more important 
reason of the two — the policy of the navy department at that time 
made the cost-plus-ten-per-cent.-profit contract preferable to all 
others — in fact, made its adoption inevitable. 

VI 
Governance is one of the most difficult and delicate arts in the 
world. In its last analysis, the tools and instruments of adminis- 
tration are persons — hence, machine action can never be counted 
upon from them. In all important situations, the psychology of 
human beings must be considered. Governance can, therefore, 
never be a science, but must ever remain an art. It is hoped 
that the expression of these facts here will not be found plati- 
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tudinous in considering the reasons for the adoption of the types 
of contracts entered into by the navy department with the ship- 
builders. 

For many years past, the orders placed by the navy depart- 
ment with the principal civilian shipyards for the construction of 
naval vessels had furnished the very backbone of the "old-line" 
shipyards' business. Such orders enabled the shipbuilders to 
stabilize their laboring force, to assure sub-contractors of a re- 
liable market for fabricated articles entering into naval vessels, 
and to constitute a steady demand for the producers of raw ma- 
terials. Such orders have been a financial guarantee to the stock- 
holders of the respective shipbuilding companies, since they rep- 
resented work upon whose completion no such thing as a bad debt 
existed out of all of the millions involved, because the debtor was 
the United States government itself. It will thus be seen that 
the shipbuilders owed a particular responsibility to the navy 
department and, in fact, owed a very great and very particular 
debt of gratitude to the navy department because the department 
had enabled the shipbuilders to carry on their business in good 
times and bad times alike. 

On the other hand, the maintenance of an efficient shipbuilding 
industry was of primary importance to the navy department, and 
to the nation. Commerce, industry, and agriculture itself, are 
alike dependent, directly or indirectly, upon the ships that sail 
the seas. While our interoceanic commerce-bearers are usually 
spoken of as negligible in quantity, they are so only relatively to 
the seagoing vessels of certain other nations and relatively to 
the vast quantity of goods transported overseas from this coun- 
try. Actually, the interoceanic tonnage of this country is very 
great. More important is the fact that our coastwise trade is, 
by law, carried on in our own bottoms and that these bottoms 
are, by law, made in America. For the construction of these 
vessels, a sound shipbuilding industry is essential. It is vital, 
therefore, that the government, which is only the people itself, 
should take the necessary measures to sustain, at all times, an 
adequate shipbuilding industry. As part of this industry, it is 
necessary that men-of-war should be built sufficient in number 
and size and quality to sustain and protect the national policies 
in all parts of the world. 
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In harmony with these ideas, it is vital for the navy depart- 
ment to make sure that the price at which naval vessels are built 
for it by civilian shipbuilders should represent not less than the 
actual cost, not less than a reasonable profit. While the navy 
department uses records of costs secured in the course of the 
construction of men-of-war at navy yards to check up and to cor- 
rect the claims of civilian shipbuilders, yet, at the same time, it 
uses the navy cost-records to justify its allowance to civilian 
shipbuilders of such price as may be agreed upon. In the case 
of the policy of the cost-plus-profit contracts now before us, the 
navy department believed it to be necessary — particularly in view 
of the national and international emergency then existing — to 
make such arrangements with the shipbuilders as fully to pro- 
tect the government and not less fully to protect the interests of 
the shipbuilders. Even more, it seemed necessary to err, if at all, 
on the side of liberality to the shipbuilders, in order that the work 
might proceed with the utmost possible dispatch and with the 
utmost cordiality of feeling. 

VII 

Having in mind the above outlined considerations as to the 
protection of the government's interests, and, per contra, the con- 
siderations as to the protection of the shipbuilders' interests, the 
navy department, so far as concerns the construction of new 
vessels, entered into contracts on a basis of cost-plus-ten-per-cent.- 
profit. These contracts are of a sort that any disinterested person 
must concede to be not illiberal toward the shipbuilders. The 
terms of these contracts allow as actual costs various items which, 
under ordinary circumstances, are considered only as proper 
charges against a profit and loss account, and, hence, not reim- 
bursable to the shipbuilder or manufacturer. Some of such items 
are interest, rent, selling expenses, and taxes of all kinds, except- 
ing those imposed by the United States government. By the 
terms of the contracts, the cost of these items, plus ten per cent, 
thereof, must be allowed as part of the compensation to the ship- 
builders. 

It must be understood that the cost-plus-ten-per-cent. contract 
was entered into only after very extended discussion between 
the navy department and the "old-line" shipbuilders, and between 
both of these groups and the proper committees of congress. If 
anyone should care to investigate the matter, he would find in- 
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numerable pages of discussion published in the hearings of the 
committee on naval appropriations, house of representatives, of 
the session of 1915-1917. He would there find that the ship- 
builders proposed that a contract be entered into on the basis of 
the actual-costs-plus-sixty-five-per-cent. of the direct labor — this 
sixty-five per cent, to cover overhead and profit So evident is 
it that the adoption of this method would have immensely sim- 
plified the tasks of the government in checking costs — since much 
of the contentious question as to what is or what is not over- 
head would have been removed — that one may well wonder why 
this arrangement was not at once agreed to by the department. 
There were various reasons of policy, as already referred to, 
but, in addition, there was the fact that the shipbuilders, for the 
most part, were unable to make clear to the navy department 
how much of the sixty-five per cent, was profit. 

The above circumstance is not so remarkable as one who has 
not had actual experience with the accounts of even the largest 
corporation might imagine : I think it is not too much to say that 
it is only the unusual company which has an accounting system 
satisfactory to anyone but itself, or which can clearly show to 
outsiders or even to its own officials what are or what are not the 
actual costs of its own product. The hearings above referred 
to would make clear to anyone who should read them that the 
navy department and the shipbuilders' discussions were at cross 
purposes, or, at least, that their points of view could not, at that 
time, be made to harmonize as expressed in the terms of any 
other form of contract than the one finally adopted : viz., contracts 
upon a basis of actual cost plus ten per cent, profit thereon. 

It is worth while noting that the cost-plus-ten-per-cent.-profit 
form of contract soon gave way to the cost-plus-fixed-profit form. 
As a matter of fact, only a relatively few of the total number of 
vessels have been constructed under the all-inclusive cost-plus- 
ten-per-cent-form — by far the larger number now being built 
under the superior cost-plus-fixed-profit form. Of this, more 
hereafter. 

VIII 

Examination of the terms of a contract for the construction of 
ships on a basis of cost-plus-profit will show that the compensa- 
tion board, as representatives of the navy department, is charged 
with four distinct sets of duties. The first duty is that the com- 
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pensation board shall control the method of checking costs and 
shall ascertain the correctness of such costs. The second duty 
is that it shall satisfy itself that the prices charged by the ship- 
builders for material are the lowest possible market prices ob- 
tainable, having in view the necessity for speedy delivery and 
the necessity for the delivery of material of the proper quality 
and quantity. The third duty is to determine what additional 
facilities a shipbuilder must have to carry out naval contracts and 
to allow the expenditures necessary to construct such facilities 
or a part of them. The fourth duty is to appraise the value of 
such facilities after the completion of the contracts. 

It will be evident that when scores of naval vessels are being 
constructed with the utmost possible dispatch and when expendi- 
tures will eventually run considerably over $1,000,000,000, the 
compensation board, having its headquarters in Washington, can 
itself do no more than supervise and decide upon the actions 
necessary to keep account of costs. The task might have seemed 
almost insuperable except that the navy had already within its 
organization various agencies which could at once be employed 
upon matters of cost inspection. 

Line officers of the navy skilled in steam-engineering have 
often been pioneers in all matters connected with marine engines 
and propelling machinery for vessels. The constructors of the 
navy are not approached by any part of the civilian world in their 
knowledge of ship design and of the actual construction of ships. 
The civil engineer officers of the navy stand, in regard to all 
phases of civil engineering, in the same position as do the naval 
constructors in regard to ship construction and the navy engineers 
in regard to propelling machinery. The fourth group of officers 
in the navy possesses a kind of knowledge even more necessary 
for the proper conduct of cost inspection. Indeed, without such 
knowledge, cost inspection could not be conducted. This know- 
ledge is that of the officers of the pay corps of the navy in regard 
to prices of material, handling of material, and cost accounting. 

Thus already equipped with superintending constructors, with 
inspectors of machinery, with civil engineers, and with cost in- 
spectors, the compensation board was ready to proceed with the 
establishment of a proper procedure for cost inspection. At each 
of the shipyards concerned, the officers above referred to were 
formed into a cost inspection board. The respective cost inspec- 
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tion boards are the instruments through which the compensation 
board works — the compensation board has no direct communica- 
tion with the respective shipbuilders, except as such shipbuilders 
may personally present themselves in the office of the compen- 
sation board for information. 

At the respective shipyards, the supervising civil engineer is 
not a member of the cost inspection board, but is a member of a 
subsidiary board, known as the plant board. Each plant board 
is made up of a supervising civil engineer and of the resident 
cost inspector, this plant board being responsible directly to the 
local cost inspection board, and thence to the compensation board. 

It is to be observed that the superintending constructor is 
responsible for matters relating to fabrication of hulls of vessels ; 
that the inspector of machinery is responsible for matters relating 
to the machinery of vessels ; that the civil engineer (as a member 
of the plant board) is responsible for matters relating to con- 
struction of buildings, building ways, etc., and that the cost in- 
spector is responsible for matters relating to the actual inspection 
of costs and to the proper records and reports appertaining 
thereto. Each of these officers is responsible for his own group 
of work, but each accepts the information acquired by the others 
as being as authentic as his own. They meet together for final 
settlement by themselves, sitting as a cost inspection board, of 
such matters as can be agreed upon, or for making final recom- 
mendation from themselves, as a cost inspection board, to the 
compensation board at Washington, which latter board is the 
final board of decision. 

Observe, also, that each of the members of the cost inspection 
board has a competent office force. The persons attached to the 
offices of the superintending constructor and inspector of ma- 
chinery are skilled draftsmen, and similar persons, suitable for 
design and inspection of hull material, or of machinery material, 
as the case may be. Of particular interest is the constitution of 
the cost inspector's office. His officer-personnel includes several 
assistants who have lately been certified public accountants or 
have had similar experience, and also includes the usual clerks 
who have had experience in the accounting offices at the navy 
yards. The force also includes "outside men/' competent to in- 
vestigate, on the spot, such matters as require correction in rela- 
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tion to the number of laborers that may be employed on a given 
job, or in relation to the methods of handling material intended 
for use in government work. 

The compensation board has necessarily worked through its 
agents, the cost inspection boards. The performance of duty of 
these officers has been beyond praise. To their resourcefulness, 
persuasiveness, and pertinacity, to their resolution and intelli- 
gence, the success of cost inspection is largely due. The success 
of cost-plus-profit contracts depends upon the efficacy of inspec- 
tion of costs. In the rigorous and thorough-going character of 
its cost-inspection the navy has been notably fortunate. 

IX 

It is worth while emphasizing here that the only kind of 
cost-plus contract under the cognizance of the compensation board 
is the cost-plus contract for the construction of new naval vessels. 
This kind of contract is under the cognizance of the compensa- 
tion board, but the organization of the cost inspector's office, the 
details of the accounts kept, and all similar matters, are handled 
by the bureau of supplies and accounts. The officers of the 
pay corps concerned have, also, the same responsibility to their 
bureau in regard to the technique of their profession as the super- 
intending constructor and inspector of machinery have to their 
respective bureaus. 

Cost inspection under contracts for repairs to naval vessels, 
for repairs to vessels seized from the enemy, for repairs to 
merchant vessels taken over as naval auxiliaries, for the manu- 
facture of ordnance material, for the manufacture of aeroplane 
parts, for the manufacture of machinery, or for any other repair 
or manufacturing purposes, is not under the compensation board. 
Cost inspection under contracts for repairs or manufacture — as 
distinguished from contracts for the construction of new naval 
vessels — is under the cognizance of the bureau of supplies and 
accounts and the bureau of construction and repair, the bureau 
of supplies and accounts and the bureau of steam engineering, 
and the bureau of supplies and accounts and the bureau of ord- 
nance, as the case may be. 

So far as the observance of correct accounting principles is 
concerned, and so far as ease and simplicity in their operation go, 
the form of the contracts for manufacturing work is greatly to 
be preferred to the form of contracts for the construction of new 
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vessels. The cost-inspection of manufacturing contracts has 
been carried on with the same success as has attended the cost- 
inspection for the construction of new vessels. Since, however, 
manufacturing contracts are not under the cognizance of the 
compensation board, the details need not be dwelt upon here. 
It should be borne in mind, however, that the bureau of supplies 
and accounts is conducting cost inspection at several hundred 
manufacturing plants and that such work is distinct from the 
work of the compensation board. 

X 

The instructions of the compensation board to the various 
cost inspection boards, as approved by the secretary of the navy, 
do not prescribe a standard system of cost-accounting, nor do 
they authorize, strictly speaking, the keeping of a cost-accounting 
system by the cost-inspector. The terms of the contract provide 
"that no changes in the methods or principles of keeping account 
of costs shall be required, provided the department finds such 
principles and methods adequate for the determination of actual 
costs." Unless, therefore, there are found, from time to time, 
charges against the government account that prevent a true record 
of costs being kept, no change is made. 

This acceptance by the government of the shipbuilders' 
methods and principles of keeping account of costs was necessary, 
in the first place, because the upsetting of the shipbuilders' cost- 
accounting system would have made very grave financial and in- 
dustrial confusion in the shipbuilders' works, and, in the second 
place, because of the fact that the government did not have at 
hand a standard cost-accounting system entirely applicable to 
civilian shipyards. The standard navy-yard cost-accounting 
system is complete and works efficiently — it is complete but not 
entirely satisfactory to the officers of the pay corps of the navy, 
because of the fact that the peculiarities arising out of the gov- 
ernment's system of appropriations prevent a thoroughly satis- 
factory navy-yard cost-accounting system's being established. As 
a consequence, since, up to the date of the establishment of cost 
inspection, the navy had not been concerned, except indirectly, 
with the cost-accounting systems at private shipyards, a standard 
system was not at hand that could be established at private ship- 
yards without delay. However, the decisive consideration in this 
matter was the one first named, viz., that to establish a new cost- 
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accounting system in the shipbuilders' yards was to produce, for 
a vital period, very grave financial and industrial confusion in 
the shipbuilders' plants. 

On the other hand, the experience gained by the officers of the 
pay corps of the navy from their handling of navy-yard cost- 
accounting systems had thoroughly equipped them for the under- 
standing of cost-accounting in general. Hence, while the cost- 
accounting systems at the different civilian shipyards are almost 
as numerous as the shipyards themselves, and while some of 
them cannot be said to be satisfactory even to themselves — yet 
none of these systems has presented any mystery to the under- 
standing of the cost inspection board concerned. 

The compensation board, under the instructions of the navy 
department, therefore, authorized the cost inspection boards at 
the civilian plants to carry out what it denominated as a selective 
and corrective check of the contractor's records of costs and of 
the actual physical transactions he carries on. In other words, 
the government expressly avoids duplicating the shipbuilder's 
cost-accounting records. What it does is to have full access to 
all the cost records, as well as to the physical operations, of the 
shipbuilder, and to check up by an extensive system of selected 
matters the correctness of his whole procedure, and to correct by 
this selective check such inadvertences in the shipbuilder's records 
or methods of procedure as may be discovered. 

XI 

In order to expedite the construction of naval vessels, it was 
necessary that practically all the shipyards concerned should 
greatly increase their plants — both buildings and equipment. At 
once, the shipbuilders pleaded financial inability, or, at least, finan- 
cial difficulty in furnishing such plant extensions at their own 
expense. So far as such are concerned, the navy department 
has, therefore, entered into various interesting arrangements. 

If the plant extension or equipment desired by the government 
is of a sort likely to be necessary for the shipbuilder's use in the 
ordinary conduct of his business in ordinary times, then the navy 
department pays the shipbuilder, as fast as he makes the ex- 
penditure, not to exceed fifty per cent, of the cost. This class of 
allowances is known as special rentals "A." 
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Five important points are to be noted in this special rentals 
"A" class. First, no depreciation on this class is allowed the 
shipbuilder, the special rentals rate being in lieu of all deprecia- 
tion. Second, owing to the requirements of the laws governing 
government appropriations, the value of such special rentals is 
recorded as a part of the cost of the vessels ; for example : if the 
shipbuilder builds an extension to his foundry at $100,000, the 
government may decide that only twenty per cent, of that amount 
is due to the government's specific requirements ; hence, the ship- 
builder must pay $80,000 from his own funds and the govern- 
ment will pay him $20,000 in addition, thus making up the 
$100,000. Therefore, if there are twenty vessels of equal value 
building at the shipyard, the cost of each vessel will be increased 
by $1,000. Third, at the expiration of the contract, the govern- 
ment reconsiders its rate of allowance, and, if equity demand, 
pays the shipbuilder more or less of the special rentals value, or 
"stands pat" in the matter. Fourth, the title to this sort of 
plant extension becomes vested in the shipbuilder, and not in the 
government. The fifth point to be noted under the head of 
special rentals "A" is that no profit is allowed the shipbuilder 
upon expenditures made under this head. 

If the plant extension or equipment desired by the government 
is of a sort not likely to be necessary for the shipbuilder's use in 
ordinary times, then the navy department pays the shipbuilder, 
as fast as he makes the expenditure, the full amount of such 
expenditures. This class of allowances is known as special 
rentals "B." 

Four points are to be noted in regard to special rentals "B"; 
First, no depreciation is allowed. Second, the value of such 
rentals is carried in toto into the costs of the vessels concerned. 
Third, at the expiration of the contract, the government takes 
title to the property, but the government gives the shipbuilder the 
option of acquiring title to the property at an agreed-upon price. 
If the shipbuilder does not offer a price satisfactory to the 
government, the property remains the property of the government. 
Fourth, no profit is allowed the shipbuilder upon expenditures 
under special rentals "B." 

Under the act of October 6, 1917, additional plant facilities 
were authorized. These are of the general nature of special 
rentals "B," t. e., their full value is payable by the government 
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to the shipbuilder. However, two important differences are to 
be noted. First, in no circumstances is the value of such plant 
facilities charged as part of vessels. Second, the title to property 
of this nature vests in the government. 

Recapitulating, then, this part of the navy department's 
arrangements to finance the shipbuilder, we find that plant exten- 
sions are financed thus: First — special rentals "A" — a fifty per 
cent, allowance, or less, to the shipbuilder, of the value of the 
property, the title to the property vesting forthwith in the ship- 
builder; second — special rentals "B" — a one hundred per cent, 
allowance to the shipbuilder, the title to the property vesting in 
the government, but the shipbuilder having the option of pur- 
chase from the government; third — plant facilities under act of 
October 6, 1917 — a one hundred per cent, allowance to the 
shipbuilder, but the title to the property vesting definitely in the 
government. 

XII 

Bills covering reimbursement by the government to the ship- 
builder for expenditures made by him for material, labor, indirect 
expense, and to cover his profit, are made monthly. Such bills 
are made up at the shipyard, certified to by the local cost inspec- 
tion board, then forwarded to the compensation board at Wash- 
ington for review. The board, if satisfied with the bills, then 
recommends to the secretary of the navy that they be paid. After 
receiving the signature of the secretary of the navy and of the 
chiefs of the bureaus of steam engineering and construction and 
repair, they are sent for payment to the disbursing officer of the 
cost inspection board concerned. 

It is evident that if payment were made to the shipbuilder only 
on his monthly bills, he would always have large amounts of 
money due him from the government, and, hence, would have his 
available supply of liquid capital much "tied-up" at any given 
time. To obviate this difficulty — to pay the shipbuilder with the 
utmost promptness — preliminary payments are authorized to be 
made on the spot. The shipbuilder can present a material invoice 
or a labor roll to the local cost inspector, certify that he has actu- 
ally made the expenditures, and receive reimbursement forthwith 
from the disbursing officer detailed by the bureau of supplies and 
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accounts for duty with the local cost inspection board. The ship- 
builder is actually paid large sums almost every day within four 
or five hours after he presents his bill, if he so desires. 

The next step authorized by the navy department to finance 
the shipbuilder was to make reimbursements to him for progress 
payments made by the shipbuilder to a sub-contractor. Warrant 
of law for the making of partial payments had been granted by 
the act of March 4, 1911, but such warrant had not been utilized 
to its full extent. Under the cost-plus contracts, however, this 
law has come to a wide range of usefulness. For example : five 
boilers are ordered by shipbuilder, A, from sub-contractor, B. 
When one boiler is finished but not yet delivered, a navy repre- 
sentatives certifies to the local cost inspection board that the boiler 
appears to be satisfactory. Payment is thereupon immediately 
made by A to B for the one boiler, even although it may remain 
undelivered indefinitely, and reimbursement in the proper sum is 
made by the navy to A. 

The next method of assisting in financing the shipbuilder was 
authorized by a recent act of congress — urgent deficiency act of 
October 6, 1917. Under the power of this law, the navy depart- 
ment has authority to advance to contractors any amounts up to 
thirty per cent, of the value of the contract. Thus, if the ship- 
builder makes a contract with a boiler manufacturer in a total 
amount of $90,000, the shipbuilder can advance to the boiler 
manufacturer the sum of $27,000, and the navy department will 
immediately reimburse the shipbuilder the $27,000. However, 
in order that this privilege may not be abused, the prior authority 
of the department is necessary for each specific sub-contractor. 
Also, the sub-contractor is usually required to furnish sufficient 
security. 

Finally, under the act of October 6, 1917, already referred to, 
the department has authority to make advances to the amount of 
thirty per cent, of the value of the contracts made with the ship- 
builders. Thus, if a shipbuilder had a contract for building one 
hundred ships at $1,000,000 apiece, or $100,000,000, the depart- 
ment could advance $30,000,000 on such ships. In no case, how- 
ever, although it has advanced several million dollars to the 
respective shipbuilders, has the department found it necessary to 
advance even half of thirty per cent. 
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XIII 

In the early autumn of 1917, an interesting development of 
the "cost-plus" idea took place. The act of October 6, 1917, made 
available a considerable sum of money for the construction of 
additional vessels. It was decided that these vessels should be 
built on a cost-plus-fixed-profit basis, with a bonus privilege. As 
intimated in the earlier part of these remarks, where the recom- 
mendations of the interdepartmental conference were referred 
to, a cost-plus-fixed-profit arrangement, supported by a bonus- 
or-penalty clause, is the best of the possible forms of cost-plus 
contracts. 

In regard to cost-plus-ten-per-cent-profit contracts, there was 
once current a rather harsh saying: "The more the contractor 
spends, the more he gets." Owing to competent cost-inspection, 
this saying has never been meant to refer to navy work, but has 
been applied in other directions only. It means, however, that 
the higher the value of the contractor's costs, the greater the sum 
of money paid to him as profit, since, by the contractual terms, 
he must be paid as profit ten per cent, of his costs. In the cost- 
plus-fixed-profit contracts, quite a different result ensues. The 
more the shipbuilder spends, the less profit he gets. This happy 
condition arises from the bonus privilege referred to. 

A concrete example, based on the existing form of cost-plus- 
fixed-profit contract, will make this point clear. The navy depart- 
ment and the shipbuilder agree upon the estimated cost of a 
vessel — say $1,200,000. Upon this, the navy department agrees 
to pay the shipbuilder a fixed profit — say $120,000. If, however, 
it is found, upon completion of the contract, that the vessel has 
actually cost only $1,000,000, then the shipbuilder receives one- 
half of the "savings," in addition to his fixed profit. In this ex- 
ample, then, the "saving" below the estimated cost — that is, the 
difference between $1,200,000, and $1,000,000— being $200,000, 
the shipbuilder receives one-half of the $200,000, or $100,000, 
this being in addition to his fixed profit of $120,000. Hence, his 
total profit on the vessel will be $220,000. It will be seen that, 
by this kind of contract, the shipbuilder is keenly stimulated to 
economy in production, quite unlike the cost-plus-ten-per-cent- 
profit contracts. Thus, the cost-plus-fixed-profit-with-bonus con- 
tracts may be expressed in a formula: "the less the shipbuilder 
spends, the more he gets." 
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Of course, it would be a still more economical arrangement if 
a penalty feature were embodied in the present contracts, that is, 
if the vessel exceeded the estimated costs, the shipbuilder's profits 
should be cut down by one-half the overrun. This would be a 
move toward an ideal contract. However, the country does not 
yet seem to have achieved a state of mind to make this ideal 
form feasible. 

It is a clear indication of the great progress in mutual under- 
standing made possible by the stress of war that, in the relatively 
short period from April, 1917, to October, 1917, the shipbuilders 
were willing to shift from the original all-inclusive cost-plus-ten- 
per-cent.-profit contracts to the present vastly more economical 
cost-plus-fixed-profit-with-bonus-f or-savings contracts. They have 
come to a fuller realization than ever before that they are just 
as much a part of government as are those of us whose par- 
ticular duty it happens to be to administer the people's affairs and 
to see that the laws of the people are carried out. If business 
men act for the government they act for themselves. If govern- 
ment is ruined by reckless expenditures, business men are ruined. 
The consequences of defeat in this war would be as hideous to 
business men as to government. The interests of one are the 
interests of the other. They cannot be separated. They are the 
same interests. I venture to think that the work of cost inspec- 
tion, almost as much as any other one thing arising out of this 
war, has enabled the business world to acknowledge — let us hope 
forever ! — these inexorable truths. 

XIV 

The savings to the government effected by cost inspection have 
been very great. Only the merest glance can be given to them 
here. Amounts saved at the respective "old-line" shipyards, by 
the correction of actual errors, run from $10,000 to $100,000 each 
month. While the actual number of shipyards under the cog- 
nizance of the compensation board cannot be named here, yet 
the fact may be accepted that the direct savings thus made already 
aggregate several hundred thousand dollars. 

The prevention of the accumulation of improper costs, made 
possible by the rigorous scrutiny given the shipbuilders' records 
by the local cost inspection boards, has resulted in economies 
almost incalculable. 
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In addition to keeping down costs in the manner above indi- 
cated, the compensation board has been able to make savings of 
great sums by negotiations conducted direct from its own office. 
Lower prices for material than prices first offered have often been 
secured on large items. In more than one case, as much as a 
million dollars has been struck off from the price of a single 
class of equipment. 

Various decisions made by the navy department, after consid- 
eration of recommendations presented by the compensation board, 
have attracted great attention throughout the country. Among 
these may be mentioned a ruling that bonuses paid by the ship- 
builders to officials of their companies cannot be accepted as 
charges against naval vessels. Of even wider application is the 
ruling that no part of federal taxes — income taxes, excess profit 
taxes, munitions taxes, corporation taxes — paid by the shipbuild- 
ers can be reimbursed to them by the navy. Such rulings as these 
have saved the government very great sums of money and have 
prevented inflations of a sort whose deteriorative influences on 
our national economy might have been almost illimitable. 

The time is not suitable for giving more details of the great 
success of cost inspection. An account of notable results may be 
permissible in the future. But that the navy department's policy 
has been amply justified in the securing of good-will on the part 
of shipbuilders and on the part of their employees, to the end 
that expeditious construction of vessels has been effected, let 
the commanders of our constantly augmented fleets testify. 
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By J. Hugh Jackson 

Through the standardization of printers' accounts the fifth 
largest industry in the United States has placed itself upon a plane 
where it will command the respect, if not the envy, of all indus- 
tries. The national organization of printers and of the allied 
trades, the United Typothetae of America, is conducting a three- 
year campaign throughout the country and has brought about 
greatly improved business conditions in the industry. Uniform 
and scientific methods of cost finding have been used for a number 
of years and are largely responsible for the improved financial 
conditions in hundreds of printing and allied shops ; while scientific 
methods of estimating, coupled with proper salesmanship training, 
have been for some time a part of the "three-year plan." 

The need for a uniform method of accounting has long been 
felt. Such a system was completed last year, and the Standard 
Accounting System for Printers was officially adopted at Cincin- 
nati last September by the United Typothetae of America. The 
entire United States is now being thoroughly organized, and it is 
the plan of the three-year campaign not only to make the member- 
ship universal among the printers, but to make the practices of 
the industry as regards cost finding, estimating, selling and gen- 
eral accounting uniform and stable. 

The purpose of all accounting is to ascertain, compile and 
present in a comprehensive manner, for administrative purposes, 
the facts concerning the financial operations and conditions of a 
business : this the standard accounting system has been designed to 
do. In the development of the system many of the best men in 
the printing industry were consulted, while accountants and ad- 
visors in several fields of business activity gave it careful thought 
or passed judgment upon particular points. The forms, after 
being carefully prepared, were bound together in a demonstra- 
tion book, transactions were recorded therein to illustrate the use 
of the system, and lastly a treatise was written which thoroughly 
explains the individual books and their relation to the system as a 
whole. 



'Substance of an address delivered before the United Typothetae of America at 
the annual convention, Cincinnati, Ohio, September, 1918. 
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The records comprising the system are divided into two parts : 
first, there are the primary books (of white paper) which com- 
prise the actual bookkeeping system; and, second, the accessory 
records (of buff-colored paper) which support these primary 
books, or furnish the information from which the entries are 
made. All the books and records are of uniform size, the sales 
register, with its columns for departmental costs and credits, being 
arranged with a short page in order to keep it within the same 
dimensions as the other books. Each is given a distinguishing 
symbol, and all consist of the ordinary bookkeeping forms de- 
signed to meet the needs of a special industry. The primary books 
consist of four special column books of original entry and of the 
ordinary ledgers. The accessory records or books as illustrated 
in the demonstration book consist of the following: 

Order book (form G) ; 

Summary of sales for year (form H) ; 

Statement book (form I) ; 

Schedule of fixed charges (form J) ; 

Summary of department costs (cost form 9-H) ; 

Individual job summary (cost form 2). 
The ordinary trial balances and schedules of subsidiary ledgers 
are used, and a classification of accounts is presented for the 
guidance of the printer installing the system. 

The standard accounting system, it should be remembered, is 
built around the standard cost finding system, and, wherever 
possible, the forms used in the cost finding system have been used 
in building up the accounting system which was to interlock with 
it. The two cost forms named— the summary of department cost 
(cost form 9-H) and the individual job summary (cost form 2) — 
are familiar to practically every printer in America, and these 
forms constitute the interlock between the standard cost finding 
system and the standard accounting system as devised. There are 
certain points in the new accounting system which the committee 
undoubtedly would have had otherwise, but it was necessary to 
make them conform with the standard cost finding system already 
adopted by the national organization. 

It is unnecessary, in this brief discussion, to take up in detail 
the primary books of the standard accounting system. Complete 
information as to their purpose and use is given in the treatise. 
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This discussion will therefore be confined to some of the features 
especially interesting to the printing industry. 

In response to a demand among printers for a method of 
determining the gain or loss for each department in their plant and 
on each kind of material used a series of "distribution of sales" 
columns has been provided in the sales register. These columns, 
when compared with the costs as shown in various other columns 
in the sales register (and providing the distribution is wisely made) 
furnish a means of determining the net profit or loss on each kind 
of material used and in each operating department of the plant. 
Provision is made on the individual job summary to record not 
only the exact cost of a production order, but to show the actual 
or estimated selling price — this selling price to be determined by 
taking a fixed selling price per hour and multiplying it by the 
number of hours estimated or actually used to do the work in 
each department. This sales distribution is provided in detail each 
month in the sales register and should be carried in summary at 
the end of each monthly period to the summary of sales for year 
sheet (form H) provided with the accessory records. In this way 
the printer can have a consecutive record showing the profit or 
loss on each department in the plant and on each material used in 
the business during the entire year. This will enable him to 
determine what departments, if any, are causing him to lose 
money. 

Three separate statements are provided in the statement book 
(form I). While prepared only at the end of current and fiscal 
periods, they are simple in form, and give the information which is 
essential to the printer. The statement of factory operations 
(form 1-1) analyzes the cost of completed work for the period 
and gives the cost of sales shown on the income statement. The 
income statement (form 1-2) analyzes the losses and gains for 
the month or year past and shows what the progress of the busi- 
ness has been. The net profit (or loss) as shown by the income 
statement is then carried to the balance-sheet (form 1-3), and 
there the present status of the assets, liabilities and net worth 
of the business is found. If these uniform statements are con- 
tinuously and faithfully used, information will be obtained that 
few printers have obtained heretofore. 

The schedule of fixed charges (form J) gives the informa- 
tion in regard to depreciation, interest on plant investment, insur- 
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ance and taxes that is necessary to aid in determining the pro- 
ductive hour cost on the monthly summary of department costs. 
The schedule should be prepared at the beginning of the fiscal 
period and should remain unchanged throughout the year, unless 
considerable adjustments are to be made. To illustrate: if a 
large amount of machinery is either purchased or sold or if the 
inventory is permanently increased or decreased, adjustments 
should be made accordingly in the fixed charges for the remain- 
ing part of the fiscal year. 

A schedule of fixed charges is likewise prepared for the month, 
the amount in each case being one-twelfth of the amount shown 
on the annual schedule of fixed charges. This monthly schedule 
furnishes the information from which the journal entry is made 
charging the operating departments of the plant (and likewise 
the general ledger controlling account) and crediting the reserve 
for depreciation, interest on plant investment, insurance and 
taxes accounts, respectively. These charges are also found re- 
corded on the cost form 9-H, under the fixed charges of the 
month. While this schedule is not absolutely essential to either 
the accounting or cost finding systems, it is certainly more logical 
to prepare this information on a definite schedule than to obtain 
it for the monthly summary of department cost and for the books 
of entry in any indefinite way. 

The summary of department costs (cost form 9-H) and the 
individual job summary (cost form 2) are the cost forms neces- 
sary to interlock the cost system with the standard accounting 
system. The information necessary to make out the cost form 
9-H is obtained largely or entirely from the books of account, 
and this form is necessary to determine what part of the expenses 
as shown on the financial books shall be charged hourly to indi- 
vidual jobs. The cost form 2 (individual job summary) fur- 
nishes the entire information necessary to credit the general and 
factory ledger accounts — this credit passing through the sales 
register — and therefore determines the amount of credit that 
shall be made to the departmental and general accounts for work 
done in the plant. It is thus seen that these two cost forms are 
essential to tie up the standard accounting system with the stan- 
dard cost finding system. 

The printing industry has long been in need of a means of 
stabilizing the business, and perhaps this is the most important 
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single accomplishment of the system. For this purpose a reserve 
for overhead account has been provided. This account will be 
debited or credited for the difference between the actual cost of 
materials and operating expenses charged during the month to 
the departmental factory accounts (and likewise to the general 
ledger controlling account) and the value of the completed work 
and the work in process as credited to those accounts. These 
entries should be made at the end of each monthly or other clos- 
ing period. The account is thus the adjustor of monthly cost 
fluctuations and absorbs the differences between the set-up cost 
(based on the costs of previous months as shown on cost form 
9-H) and the actual cost of the work done during the month. By 
this adjustment the printer can tell, as explained more fully in 
the treatise, about how much the set-up hour cost for the present 
month must be increased or decreased over that of the past 
month. Inasmuch as the costs recorded on cost form 9-H are 
averages for twelve months, the costs of a single month will vary 
from them somewhat. 

The reserve for overhead account should be credited at the 
beginning of each month or other period adopted for a percentage 
of the sales of the previous month, and a considerable reserve 
should be kept as a factor of safety — say, for illustration, not 
less than one per cent, of the monthly sales. When this account 
is credited the departmental factory accounts and the general 
ledger controlling account are debited with their proportion of 
the total amount. At the end of the monthly periods the adjust- 
ments of the departmental accounts will be closed into the reserve 
for overhead account, and, at the close of the fiscal period, any 
excess over a wise reserve to be kept in the reserve for overhead 
account may be added to the loss and gain and any deficiency 
may be made up from it. This feature alone of the standard 
accounting system will make it invaluable to the printer who 
installs it in his plant. 

While the standard accounting system provides the printer 
with the means for accurately recording all financial transactions 
incident to the industry, it is felt that the system, as it now stands, 
is rather complicated for the medium and small shop. The 
national committee has therefore considered it expedient to con- 
struct a simplified system of accounting, particularly adapted to 
the needs of the small business, and giving essentially the infor- 
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mation obtained for the large plant by the standard system. This 
simplified system, which the writer has in preparation, will enable 
even the small printer to direct the detail of his business upon 
the basis of existing facts, rather than upon uncertain informa- 
tion. When used in conjunction with the standard cost finding 
system, these accounting systems will give to this great industry 
a force which will enable it to take its proper place among the 
other industries of the country. 
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EDITORIAL 
Accountancy and Law Compared 

For some years it has been the practice of The Journal of 
Accountancy to comment editorially on the duty of the account- 
ant to render absolutely impartial service to his client and to the 
public. It is a subject which has so universal an importance that 
we have made no apology for frequently returning to the attack. 
There is, however, one feature of the case which has not been 
extensively discussed in these columns, and this feature has been 
brought to our attention quite strikingly during the past few 
months. 

Many taxpayers, bewildered by the complexities of tax laws 
and rulings, have turned to their legal advisors to help them 
untangle the phraseology of the laws and apply the requirements 
to their accounts. We have frequently drawn attention to the fact 
that a lawyer is not the man who can be expected to prepare 
income tax returns with a satisfactory degree of intelligence. His 
training and experience are not in any way likely to lead him to a 
knowledge of accounts, and without such knowledge it is, of 
course, quite manifestly impossible to undertake the preparation of 
income tax returns with any chance of an equitable result. 

This fact brings us to the point in mind, namely, the funda- 
mental difference between the professional practice of law and the 
professional practice of accountancy. It is a point which many 
accountants themselves are apt to overlook. For this reason some- 
thing should be said to impress upon the practitioners of both 
professions the basic difference between the two. 
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This may be expressed in many ways, but probably as clear an 
exposition of the fact as any is to say that the accountant is con- 
cerned with facts and the lawyer with theories. 

The lawyer employed as the mouthpiece of a client is expected 
to present the client's side of the question. He is employed as a 
special pleader, and his presentation of argument is founded upon 
the desire to obtain for his client that which he seeks. The code 
of ethics of the legal profession thoroughly recognizes this idea of 
partiality. Indeed, if the practice of law were to be rid of par- 
tiality it is not quite clear how the majority of lawyers could make 
a living. 

The accountant on the other hand is concerned with fact, and 
he should never be influenced in any way by the desires of his 
client. He is not expected to make a special plea for anyone. The 
truth is the only thing which should concern him, and on all ques- 
tions of fact he should be unwavering. If he be influenced in any 
way by the thought of fee or supposed faithfulness to the interests 
of a client, he is in great danger of becoming a charlatan. 

The accountant should go about his work with his eye fixed 
singly upon facts, if there be facts, and when he is compelled into 
the realm of theory he should still keep clear of the suspicion of 
susceptibility to influence. 

Putting the matter in another way it may be said that neither 
the lawyer nor the accountant could properly conduct his profes- 
sion if he were to adopt the principles governing the practice of 
the other. Confront the lawyer with the necessity of an impartial 
presentment of facts and you deprive him of the ability to give 
that special advice and counsel for which he is chiefly employed. 
Confront the accountant with a requirement to present facts in a 
light solely or chiefly favorable to a client and you take from him 
the very foundation upon which the growth of his profession and 
its value to the community are built. 

At the recent semi-annual meeting of the council of the Amer- 
ican Institute of Accountants there was prolonged discussion on 
certain points of ethics, and several new rules were under con- 
sideration. The code of ethics of the accounting profession is 
being constructed slowly and has already attained a fair breadth 
of scope, but it is evident that the work is not complete. In the 
future laying together of the rules of conduct which should 
govern the reputable public accountant it will not be sufficient to 
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keep the standard merely equal to that of any other profession. 
The man whose vocation calls primarily for rigid impartiality 
should have a code of ethics of the highest. 

Let the Buyer Beware 

Two or three years ago a man representing himself to be an 
agent of The Journal of Accountancy was active in the middle 
west securing subscriptions to this magazine and offering all sorts 
of inducements, such as four or five well known accounting books, 
as a bonus. His subscription rates seemed to vary from 50 cents 
up to $3.00. In fact he did not reject anything that looked like 
money. This active young man was apprehended and spent a year 
in Erie jail. About the time of his discharge from prison, reports 
of similar activities began to arrive from the neighborhood of 
Chicago, and after a few weeks another arrest and prison sentence 
followed. 

At that time in order to safeguard the public The Journal of 
Accountancy began to print on its front cover the legend, "This 
magazine does not employ subscription canvassers." The same 
wording was later printed on the first page of reading matter. 

We have now received word from Waco, Texas, that some- 
body who seems remarkably like the man already twice convicted 
has been endeavoring to obtain subscriptions in that part of the 
country. 

Of course, The Journal of Accountancy will do its best to 
secure the arrest of this contemptible criminal, but at the same 
time we feel that some duty rests upon the public. When a man 
without credentials of any kind solicits cash subscriptions to a 
technical magazine of high standing and offers to throw in all 
kinds of valuable accounting literature for one, two or three 
dollars, it does not seem to us that the public which is deceived by 
such blandishments deserves any great amount of sympathy. If 
we were not so keen a nation of bargain hunters we would some- 
times stop to consider the value of the goods offered to us and 
make quite sure of the vendor's power to deliver the goods at 
the price mentioned. 

It may be said in reiteration that The Journal of Account- 
ancy does not employ canvassers and never offers any books or 
other bonus to the subscriber. 

366 



Digitized by CjOOQIC 



Editorial 
Vocational Education 

The federal board for vocational education has asked all maga- 
zines in the country to assist in spreading information as to the 
activities of the board. We are glad to draw attention to the 
efforts of the government to provide training for men to whom 
training is necessary. There is great need for qualified men in 
the accounting profession, and many of the men returning from 
service certainly must have the ability upon which to base training 
which will lead them into this profession. The activities of the 
federal board for vocational education should be investigated by 
our returning soldiers and sailors. There are offices of the board 
in fourteen cities of the United States. The New York office is 
at 280 Broadway. 
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SEMI-ANNUAL MEETING OF COUNCIL 

The regular semi-annual meeting of the council of the American 
Institute of Accountants was held at the offices of the Institute, 1 Liberty 
Street, New York, at 10:15 A. M., April 14, 1919. 
Present : 

Waldron H. Rand, president 

Adam A. Ross, treasurer 

Harvey S. Chase 

Hamilton S. Corwin | 

J. D. M. Crockett 

\V. Sanders Davies 

John F. Forbes , 

J. S. M. Goodloe , 

Edward E. Gore 

William P. Hilton 

J. Porter Joplin 

F. W. Lafrente 

W. R. Mackenzie 

J. E. Masters 

Robert H. Montgomery 

Walter Mucklow 

Carl H. Nau 

Charles Neville 

John B. Niven 

Ernest Reckitt 

E. W. Sells 
Herbert G. Stockwell 
Edward L. Suffern 

F. A. Tilton 
William F. Weiss 
F. F. White 
Arthur Young 

A. P. Richardson, secretary 

The meeting was opened with prayer. 

Minutes of the preceding meeting as printed in the year-book were 
approved. 

Record of mail ballot No. 8 was read and ordered embodied in the 
minutes. 

Report of the treasurer was read and accepted. The report showed 
total receipts of the general fund from September 1, 1918, to March 31, 
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1919, $18,860.58. Expenditures under appropriations amounted to $13,- 
170.36. Cash on hand and in bank, $5,69022. Investments on hand, $15,- 
100.00. 

The treasurer's report on the condition of the endowment fund showed 
cash, investments, etc., at September 1, 1918, $119,373.68. Contributions 
received in cash and bonds, $11,746. Sales of Duties of the Junior 
Accountant, $731.15. Income from investments, bank balances, etc., 
$2,971.53. Total, $134,822.36. Expenditures, $3,362.63. Balance on hand 
March 31, 1919, $131,459.73, consisting of cash and investments, $129,43026, 
furniture, etc., $2,029.47. 

The report of the treasurer of the board of examiners showed 
receipts, $2,593.62; expenditures, $2,266.79; balance in bank and on hand 
March 1, 1919, $326.83. 

The report of the secretary was read and accepted. This report 
showed the following changes in membership: Deaths — members, 12, 
associates, 4 ; resignations — members, 3 ; dropped for non-payment of dues 
— members, 5; expelled — member, 1. 

Since the beginning of the fiscal year 12 members and 8 associates had 
been elected and 2 associates had been advanced to membership. 

The report showed that 18 states are using the plan of co-operation in 
examination proposed by the board of examiners. 

The report of the executive committee was read and accepted. It 
reviewed the labors of the committee in supervising and conducting the 
affairs of the institute since the date of the preceding meeting of the 
institute. 

The report of the committee on professional ethics was read and 
accepted. 

The report of the committee on arbitration was read and accepted. 

The report of the budget committee was read and the appropriations 
called for were duly authorized. Additional appropriations of $2,800.00 
were authorized out of current revenue of the general fund and $650.00 
out of current revenue of the endowment fund. 

The report of the committee on federal legislation was read and 
accepted. It was resolved that the committee should be requested to make 
an effort to obtain an extension of time to June 15th for the filing of 
income tax returns. 

The report of the committee on publication was read and accepted. 

A communication from the Ronald Press Company dealing with 
certain matters discussed in the report was referred to the committee 
on publication for further report. 

The report of the committee on state legislation was read and accepted. 

The report of the special committee on ethical publicity was read and 
accepted. 

The chairman of the special committee on procedure presented an oral 
report which was accepted. 
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The chairman of the war committee briefly reviewed the work of 
members of the committee, and it was resolved that the committee should 
be requested to prepare a complete report for presentation at the annual 
meeting in September, 1919. 

The secretary of the board of examiners reported that the board would 
like the council to interpret the constitution so as to include military 
service during the time of emergency as not breaking the continuity of 
public practice. A motion to this effect was unanimously adopted. 

The vacancy in the board of examiners caused by the death of Bertram 
D. Kribben was filled by the election of Ernest Reclritt of Chicago for 
the unexpired term. 

There was discussion of the expense of conducting examinations on 
behalf of the state boards of accountancy, and the secretary of the board 
of examiners explained the arrangement which had been made with state 
boards to contribute part of their fees to cover the expenses incident to 
the joint conduct of examinations. 

The work of the library and bureau of information was the subject 
of discussion. In view of the fact that some of the subscriptions to the 
endowment fund were being paid in instalments, and that the interest 
on investments was therefore somewhat below the requirements for the 
current fiscal year, it was resolved that each member and associate should 
be asked to contribute $5.00 to the current expenses under the endowment 
fund for this year. 

Resolutions in regard to the deaths of members were adopted and 
ordered transmitted to the families of the deceased members. 

After discussion of various methods for encouraging suitable appli- 
cants to seek membership in the Institute, it was resolved that a special 
committee on membership should be appointed with power to add to its 
number at discretion. 

Certain rules of conduct suggested by the committee on professional 
ethics were discussed. 

The following rule was adopted: 

"No member shall, with view to employing him, approach or 
cause to be approached an employee of a fellow member without 
first informing said fellow member of his intent. This rule shall 
not be construed so as to inhibit negotiations with anyone who 
of his own initiative or in response to public advertisement shall 
apply to a member for employment" 

A second rule proposed by the committee was discussed and action 
deferred until the annual meeting. 

Certain recommendations in the report of the committee on state 
legislation were considered. Upon recommendation of the committee 
action was deferred as to the Alabama law. The Arizona law was 
approved. The amended law of Montana was approved. 

Certain recommendations of the committee on ethical publicity request- 
ing members to abstain from advertising were ordered published in the 
Bulletin. 
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After consideration of an invitation from the Chamber of Commerce 
of the United States of America to name two members to serve as mem- 
bers of a cost accounting committee of the chamber, the invitation was 
accepted and the chair authorized to nominate such members. 

It was resolved that a special committee of three members be appointed 
to consider the question of forming subsidiary societies or chapters in the 
various states in which there are practising accountants, to report at the 
next meeting of the council with suggestions as to the practicability of 
such a plan; and it was further resolved that if recommendations involv- 
ing changes in the constitution and by-laws were made by the special 
committee they should be submitted to the committee on constitution and 
by-laws. 

The meeting adjourned. 
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Edited by John B. Niven, C.P.A. 

Herewith are published treasury decisions 2810-2, inclusive, and 2815-6, 
inclusive ; also a welcome extension of the filing date to June 15th for all 
corporations (but only corporations) which filed tentative returns (1031-T) 
on or before March 15th. Observe particularly that this extension does 
not apply to individuals or to corporations whose fiscal years end later 
than December 31, 1918. To those classes of taxpayers extensions will be 
granted only on request. 

Returns of non-resident aliens are dealt with in T. D. 2811 and 2815. 
The first gives a partial list of those countries, so far as known to the 
treasury department, whose citizens may claim the specific personal exemp- 
tion of income earned by them from American sources, under section 
216 (e), because of reciprocal privileges granted by their countries to 
American citizens. T. D. 2815 deals with the adaptation of the forms for 
resident individuals to use for non-resident aliens. It should not be over- 
looked that the latter are not entitled to the 6% rate on the first $4,000.00 
of income bearing the tax, but must pay the 12% rate on the entire income. 

In T. D. 2816 is contained a decision of the supreme court that reverses 
a decision of the circuit court of appeals embodied in T. D. 2720 (see Xpe 
Journal of Accountancy, July, 1918, pp. 43-4, 48-55) . The decision arose 
under the 1913 act, but would apply to the present law as well. It decrees 
that trusts vested with power of discretion, usually possessed by a board 
of directors, over the distribution of trust income in their control are not 
to be regarded as "associations," but as fiduciaries, because the power of 
the trustees to defer payment or divert the income to improvement of the 
capital is not enough to convert the trust into a joint-stock company. Con- 
sequently the beneficiaries and not the trust must pay the tax. 

TREASURY RULINGS 

(T. D. 2810, March 21, 1919) 

Income tax. 

Extension of time in which taxpayers living or temporarily residing in 
the territory of Alaska may, pursuant to the requirements of the reve- 
nue act of 1918, file returns of income for die year 1918 with the 
collector of internal revenue for their respective districts. 
Because of the fact that it will be impossible to put into the hands of 
taxpayers residing or located in the territory of Alaska the blank forms 
and instructions prescribed by this department for the use of taxpayers in 
making returns pursuant to the new revenue act in time for such returns 
to be filed on or before the due date (March 15, 1919) an extension of 
time to June 15, 1919, is hereby granted to all taxpayers living or residing 
temporarily in the territory of Alaska. This extension shall not be con- 
strued as extending the payment of the second instalment due June 15, 
1919, and subsequent instalments, therefore two instalments will be due 
June 15, 1919. 
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(T. D. 2811, March 22, 1919) 

The preliminary edition of regulations 45, amended (1) by the addition of 
a new article numbered 3u7, concerning the allowance of credit for a 
personal exemption and for dependents to a nonresident alien indi- 
vidual, and (2) by the addition of a new article numbered 316, concern- 
ing the allowance of credits to a non-resident alien employee. 
The preliminary edition of regulations 45 is hereby amended by the 
addition of two new articles, numbered 307 and 316, respectively, and 
reading as follows: 

Art. 307. Credit for a personal exemption and for dependents in case 
of nonresident alien individual — (a) The following is an incomplete list of 
countries which either impose no income tax* or in imposing an income tax 
allow the similar credit required by the statute : Argentina, Brazil, Canada, 
Cuba, France, Italy, Mexico, Union of South Africa. 

(b) The following is an incomplete list of countries which in imposing 
an income tax do not allow the similar credit, required by the statute: 
Australia, Great Britain and Ireland, Japan, New Zealand. 

A nonresident alien individual who is a citizen or subject of any country 
on the first list is entitled for the purpose of the normal tax to such credit 
for a personal exemption and for dependents as his family status may war- 
rant. (See arts. 302-305.) If he is a citizen or subject of any country on 
the second list he is not entitled to any such credit. If he is a citizen or 
subject of a country which is on neither list, then, to secure credit for a 
personal exemption or for dependents, or both, he must prove to the satis- 
faction of the commissioner that his country does not impose an income 
tax on that, in imposing an income tax, it grants the similar credit required 
by the statute. ( See art 306.) 

Akt. 316. Allowance of credit to nonresident alien employee.— A non- 
resident alien employee, provided he is entitled under section 216 of the 
statute to credit for a personal exemption or for dependents, or both (see 
arts. 301-307, particularly the lists of countries in art. 307), may claim the 
benefit of such credit by filing with his employer form 1115 duly filled out 
and executed under oath. On the filing of such a claim the employer shall 
examine it. If, on such examination, it appears that the claim is in due 
form, that it contains no statement which, to the knowledge of the em- 
ployer, is untrue, and that such employee, on the face of the claim, is 
entitled to credit, and that such credit has not vet been exhausted, such 
employer need not, until such credit be in fact exhausted, withhold any tax 
from payment of salary or wages made to such employee. Every employer 
with whom affidavits of claim on form 1115 are filed by employees shall 
preserve such affidavits until the following calendar year, and shall then 
file them, attached to his annual withholding return (see art. 367) on form 
1042, revised, with the collector on or before March 1. In case, however, 
when the following calendar year arrives, such employer has no withhold- 
ing to return, he shall forward all such affidavits of claim, so filed with him 
by employees, directly to the commissioner (sorting division), with a letter 
of transmittal, on or before March 1. In all other cases benefit of the 
credits allowed against net income for the purpose of the normal tax may 
not be received by a nonresident alien by filing a claim with the withholding 
agent, but only by claiming them upon filing a return of income as pre- 
scribed in article 403. 

(T. D. 2812, March 22, 1919) 
Correction in form 1120, corporation income-profits tax return form. 

Attention is directed to*an error in the title of schedule K, form 1120, 
"Corporation income-profits tax return." The title of this schedule reads 
"Changes in invested capital from end of pre-war period to beginning of 
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taxable year not shown in schedule £." It should read "Changes in 
invested capital from end of pre-war period to beginning of taxable year 
not shown in schedule D." 

(T. D. 2815, April 2, 1919) 
Returns of income by or for nonresident alien individuals. 

Nonresident alien individuals or their authorized agents should use 
form 1040, revised, or form 1040A, revised, in making returns of income 
derived from sources within the United States, regardless of amount, 
unless the tax 4 on such income has been fully paid at the source. If a 
nonresident alien individual is not liable for any tax which has been with- 
held at the source, no refund of such tax will be permitted unless such a 
return is filed and a statement is attached thereto indicating the amounts 
of tax withheld and the names and post-office addresses of all withholding 
agents. Unless a nonresident alien individual shall render a return of 
income, the tax will be collected on the basis of his gross income (not his 
net income) from sources within the United States. 

In filling out form 1040. revised, or form 1040A, revised, the income 
reported in each case should be the income from sources within the United 
States, as defined in article 91 of regulations 45, and the deductions taken 
should be those allowed under article 271 of the regulations. In items 28 
and 33 of form 1040, revised, and in items O and P of form 1040A, re- 
vised, the tax must be computed at 12 per cent instead of 6 per cent. No 
credit may be taken for item 40 in form 1040, revised. 

A nonresident alien individual, similarly to a citizen or resident, is 
entitled for the purpose of the normal tax to credit dividends from 
domestic or resident foreign corporations, interest on obligations of the 
United States, a personal exemption, and $200 for each dependent, except 
that if he is a citizen or subject of a country which imposes an income tax 
a personal exemption or credit for dependents is allowed him "only if 
such country allows a similar credit to citizens of the United States not 
residing in such country." "If such country allows a similar credit" means 
if such country in imposing its income tax allows a personal exemption or 
a credit for dependents, as the case may be, and allows it without dis- 
crimination to citizens of the United States not residing in such country. 
To satisfy the requirement of a similar credit it is not necessary that the 
personal exemption or credit for dependents, as the case may be, should 
be the same as that allowed by the United States statute. For countries 
that allow and do not allow similar credits see T. D. 2811 of March 22, 
1919. 

See generally title II of the revenue act of 1918 and regulations 45, 
and particularly articles 2, 91, 92, 271, 305, 311-315, 361-372, 403, 443, 1121, 
1131, and 1132. 

(T. D. 2816 April 2, 1919) 
Income tax — Decision of the Supreme Court. 

1. Joint-Stock Association. 

Where trustees hold shares of stock of a corporation and real estate 
subject to a lease, collecting the dividends and rents, but otherwise doing 
no business, and distribute the income less taxes and similar expenses to 
the holders of their receipt certificates, who have no control except the 
right of filling a vacancy among the trustees and of consenting to a modifi- 
cation of the terms of the trust, upon these special facts under the act of 
October 3, 1913. the trust is not subject to the income tax as a joint-stock 
association, and the trustees and the cestui que trust are to be treated as 
fiduciaries and beneficiaries for purposes of taxation. 

2. Judgment Reversed. 

The judgment of the circuit court of appeals is reversed and the judg- 
ment of the district court is affirmed. (See T. D. 2720 of June 4, 1918.) 
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The appended decision of the United States supreme court in the case 
of Alvah Crocker et al, trustees, v. John F. M alley, collector of internal 
revenue, is published for the information of internal-revenue officers and 
others concerned. 

Supreme Court of the United States. No. 649. October Term, 1918. 

Alvah Crocker, et al., trustees, petitioners, v. John F. M alley, collector of 

internal revenue. 
On writ of certiorari to the United States circuit court of appeals for the 

first circuit 
[March 17, 1919.] 
Mr. Justice Holmes delivered the opinion of the court : 
This is an action to recover taxes paid under protest to the collector 
of internal revenue by the petitioners, the plaintiffs. The taxes were 
assessed to the plaintiffs as a joint-stock association within the meaning of 
the income-tax act of October 3, 1913 (c. 16, sec. 2, G. (a), 38 Stat. 114, 
166, 172), and were levied in respect of dividends received from a corpora- 
tion that itself was taxable upon its net income. The plaintiffs say that 
they were not an association but simply trustees, and subject only to the 
duties imposed upon fiduciaries by section! 2, D. The circuit court of 
appeals decided that the plaintiffs, together, it would seem, with those for 
whose benefit they held the property, were an association, and ordered 
judgment for the defendant, reversing the judgment of the district court. 
(250 Fed., 817.) 

The facts are these: A Maine paper manufacturing corporation with 
eight shareholders had its mills on the Nashua River, in Massachusetts, 
and owned outlying land to protect the river from pollution. In 1912 a 
corporation was formed in Massachusetts. The Maine corporation con- 
veyed to it seven mills and let to it an eighth that was in process of con- 
struction, together with the outlying lands and tenements, on a long 
lease, receiving the stock of the Massachusetts corporation in return. 
The Maine corporation then transferred to the plaintiffs as trustees the 
fee of the property, subject to lease, left the Massachusetts stock in their 
hands, and was dissolved. By the declaration of trust the plaintiffs 
declared that they held the real estate and all other property at any time 
received by them thereunder, subject to the provisions thereof, "for the 
benefit of the cestui que trusts (who shall be trust beneficiaries only, with- 
out partnership, associate, or other relation whatever inter sese)" upon 
trust to convert the same into money and distribute the net proceeds to 
the persons then holding the trustees' receipt certificates — the time of dis- 
tribution being left to the discretion of the trustees, but not to be post- 
poned beyond the end of 20 years after the death of specified persons then 
living. In the meantime the trustees were to have the powers of owners. 
They were to distribute what they determined to be fairly distributable net 
income according to the interests of the cestui que trusts but could apply 
any funds in their hands for the repair or development of the property 
held by them, or the acquisition of other property, pending conversion and 
distribution. The trust was explained to be because of the determination 
of the Maine corporation to dissolve without waiting for the final cash 
sale of its real estate, and was declared to be for the benefit of the eight 
shareholders of the Maine company who were to receive certificates sub- 
ject to transfer and subdivision. Then followed a more detailed statement 
of the power of the trustees and provision for their compensation, not 
exceeding 1 per cent of the gross income unless with the written consent 
of a majority in interest of the cestui que trusts. A similar consent was 
required for the filling of a vacancy among the trustees and for a modifi- 
cation of the terms of the trust In no other matter had the beneficiaries 
any control. The title of the trust was fixed for convenience as the Massa- 
chusetts Realty Trust. 
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The declaration of trust on its face is an ordinary real estate trust of 
the kind familiar in Massachusetts, unless in the particular that the trus- 
tees' receipt provides that the holder has no interest in any specific prop- 
erty and that it purports only to declare the holder entitled to a certain 
fraction of the net proceeds of the property when converted into cash 
"and meantime to income." The only property expressly mentioned is the 
real estate not transferred to the Massachusetts corporation. Although 
the trustees in fact have held the stock of that corporation and have 
collected dividends upon it, their doing so is not contemplated in terms by 
the instrument. It does not appear very clearly that the eight Maine 
shareholders might not have demanded it had they been so minded. The 
function of the trustees is not* to manage the mills but simply to collect 
the rents and income of such property as may be in their hands, with a 
large discretion in the application of it, but with a recognition that the 
receipt holders are entitled to it subject to the exercise of the powers con- 
fided to the trustees. In fact, the whole income, less taxes and similar 
expenses, has been paid over in due proportion to the holders of the 
receipts. 

There can be little doubt that in Massachusetts this arrangement would 
be held to create a trust and nothing more. "The certificate holders 
* * * are in no way associated together nor is there any provision in the 
[instrument] for any meeting to be held by them. The only act which 
(under the [declaration of] trust) they can do is to consent to an altera- 
tion * * * of the trust" and to the other matters that we have men- 
tioned. They are confined to giving or withholding assent, and the giving 
or withholding it "is not to be had in a meeting but is to be given by them 
individually." "The sole right of the cestuis que trust is to have the 
property administered in their interest by the trustees, who are the masters, 
to receive income while the trust lasts, and their share of the corpus when 
the trust comes to an end." Williams v. Milton (215 Mass., 1, 10, 11 ; lb., 
8). The question is whether a different view is required by the terms of 
the present act As by D, above referred to, trustees and association acting 
in a fiduciary capacity have the exemption that individual stockholders have 
from taxation upon dividends of a corporation that itself pays an income 
tax, and as the plantiffs undeniably are trustees, if they are to be sub- 
jected to a double liability the language of the statute must make the 
intention clear. Gould v. Gould (245 U. S., 151, 153) ; United States v. 
Isham (17 Wall., 496, 504). 

The requirement of G (a) is that the normal tax thereinbefore imposed 
upon individuals shall be paid upon the entire net income accruing from all 
sources during the preceding year "to every corporation, joint-stock com- 
pany or association, and every insurance company, organized in the United 
States, no matter how created or organized, not including partnerships." 
The trust that has been described would not fall under any familiar con- 
ception of a joint-stock association, whether formed under a statute or 
not Smith v. Anderson (15 Ch. D., 247, 273, 274, 277, 282). Eliot v. 
Freeman (220 U. S., 178, 186). If we assume that the words "no matter 
how created or organized" apply to "association" and not only to "insur- 
ance company," still it would be a wide departure from normal usage to 
call the beneficiaries here a joint-stock association when they are admitted 
not to be partners in any sense, and when they have no joint action or 
interest and no control over the fund. On the other hand the trustees by 
themselves can not be a joint-stock association within the meaning of the 
act unless all trustees with discretionary powers are such, and the special 
provision for trustees in D is to be made meaningless. We perceive no 
ground for grouping the two— beneficiaries and trustees — together, in 
order to turn them into an association, by uniting their contrasted func- 
tions and powers, although they are in no proper sense associated. It 
seems to be an unnatural perversion of a well-known institution of the law. 
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We do not see either that the result is affected by any technical analysis 
of the individual receipt holder's rights in the income received by the 
trustees. The description most in accord with what has been the practice 
would be that, as the receipts declare, the holders, until distribution of the 
capital, were entitled to the income of the fund subject to an unexercised 
power in the trustees in their reasonable discretion to divert it to the 
improvement of the capital. But even if it were said that the receipt 
holders were not entitled to the income as such until they got it, we do not 
discern how that would turn them into a joint-stock company. Moreover 
the receipt holders did get it, and the question is what portion it was the 
duty of the trustees to withhold. 

We presume that the taxation of corporations and joint-stock com- 
panies upon dividends of corporations that themselves pay the income 
tax was for the purpose of discouraging combinations of the kind now in 
disfavor, by which a corporation holds controlling interests in other cor- 
porations which in their turn may control others, and so on, and in this 
way concentrates a power that is disapproved. There is nothing of mat 
sort here. Upon the whole case we are of opinion that the statute fails to 
show a clear intent to subject the dividends of the Massachusetts corpora- 
tion's stock to the extra tax imposed by G (a). 

Our view upon the main question opens a second one upon which the 
circuit court of appeals did not have to pass. The district court, while it 
found for the plaintiffs, ruled that the defendant was entitled to retain 
out of the sum received by him the amount of the tax* that they should 
have paid as trustees. To this the plaintiffs took a cross writ of error to 
the circuit court of appeals. There can be no question that although the 
plaintiffs escape the larger liability, there was probable cause for the 
defendant's act. The commissioner of internal revenue rejected the plain- 
tiff's claim, and the statute does not leave the matter clear. The recovery 
therefore will be from the United States. (Rev. Stats., sec 989.) The 
plaintiffs, as they themselves alleged in their claim, were the persons taxed, 
whether they were called an association or trustees. They were taxed too 
much. If the United States retains from the amount received by it the 
amount that it should have received, it can not recover that sum in a sub- 
sequent suit. 

Judgment of the circuit court of appeals reversed; judgment of the 
district court affirmed. 



Extension of time for completing corporate returns and for filing certain 

returns not the basis for assessment of tax. 
To Collectors of Internal Revenue: 

In view of the short time between the date on which forms were avail- 
able and the due date (March 15), of calendar year returns required 
under the revenue act of 1918, notice was given through the public press 
and otherwise that tentative returns (forms 1031-T and 1040-T), accom- 
panied by a first instalment of one-fourth of the estimated tax due would 
be accepted on that date, and that in such cases forty-five days would be 
given in which to file complete returns, but that interest at the rate of 
one-half of 1% per month upon the amounts by which such instalment 
payments fall short of the correct amounts would be collected. 

In the case of corporations which filed form 1031-T on or before March 
15, a further extension, where needed, to June 15, 1919, in which to file 
complete returns on form 1120 is hereby granted, but all such corporations 
will be required to pay on or before June 15 a sum sufficient, with the 
amount paid on March 15, to equal one-half the tax due as shown by 
the return on form 1120, together with interest at the rate of one-half of 
1% per month on any deficiency in the first intalment. 
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It is not deemed necessary to grant an extension of time beyond the 
forty-five days originally granted for the completion of personal returns, 
except on special request therefor for sufficient reasons given, but the 
above ruling as to interest on deficient instalment applies to them. 

An extension of time in which to file returns of corporations making 
returns for a fiscal year ended either on January 31 or February 28, 1919, 
will on request be granted to June 15, 1919, but such extension shall not 
operate to extend the due date of any instalment of tax after the first. 
Interest at the rate of one-half of 1% per month will be collected from 
the time the first instalment would have been payable if the extension had 
not been requested. 

The time for filing returns of information (forms 1096 and 1099), 
fiduciary returns (form 1041), withholding returns (form 1042, accom- 
panied by form 1098 and form 1013), returns of partnerships and personal 
service corporations required to file returns on a calendar year basis, and 
all other returns required under the income tax and profits tax provisions 
of the law, which are not the basis for the assessment of the tax, is also 
extended to June 15, 1919. 

Daniel C. Roper, 

Commissioner. 
Washington, D. C, April 14, 1919. 
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Edited by Seymour Walton, C.P.A. 
(Assisted by H. A. Finney, C.P.A.) 

Goodwill— or Speculation 

The principle has been generally accepted that the payment of more 
than book value for an established business constitutes a purchase of the 
goodwill inherent in the business as the result of various conditions 
peculiar to the particular enterprise which is purchased. It is questionable 
whether a close analysis will justify a universal application of this 
principle. 

It cannot be applied to all cases in which more than book value is 
paid, because such a payment may be made before a business has become 
established. Goodwill is based on the ability of an enterprise to make 
a greater regular profit than the normal amount demanded by an investor. 
It must, perforce, be a matter of growth, since no enterprise can be said 
to be able to make a certain rate of profit until it has been established 
long enough to demonstrate its earning capacity. If a share in the business 
is purchased at more than book value before the earning capacity is 
established, the extra payment cannot be said to be made for the goodwill. 
It is made in the hope that the future will prove that the enterprise will 
be successful and that its value will therefore be increased beyond what 
the normal course of such a business would lead one to expect. But when 
one buys an interest in a business, whether stock on the stock exchange 
or a share in a partnership, with the expectation of making a profit by 
its rise in value, he is to that extent indulging in speculation. 

An example will illustrate the difference between goodwill and specula- 
tion, and will show how the two may be mixed in one transaction. 

A and B, finding conditions favorable for a certain enterprise, form 
a partnership for the purpose of carrying it on. Having made all their 
arrangements, including the premises, state rights or whatever else made 
the conditions seem favorable, they begin operations, but have not pro- 
gressed far enough to demonstrate that they will have even a moderate 
success, when C has his interest aroused. After making an investigation 
of the prospects of the enterprise, C offers to join them and to put in 
capital equal to each of theirs for a third interest. A and B agree to 
let him in, but demand a 10 per cent bonus to be divided between the 
two of them. If C agrees to this, he pays the 10 per cent as a speculation, 
not as goodwill. 

After the business has been conducted long enough to establish the 
fact that the earning power is above the normal and that the business 
is sure to continue prosperous with good management, D expresses a 
desire to buy a fourth interest. If the normal profit is fixed at 10 per 
cent and the enterprise is making 18 per cent, A, B and C will require 
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that D shall not only pay enough to cover the book value of a fourth 
interest, but also allow A, B and C to capitalize the extra earnings of 
8 per cent on some agreed basis by credits to their accounts, necessitating 
a further contribution by D of enough to make his capital one- fourth of 
the new capitalization. D has then paid an amount above the book 
value of his share of the business to buy a share of the goodwill. 

However, it may be that A, B and C will claim that the trend of the 
business has been steadily upward, and that there is every indication that 
it will continue to improve. Therefore they will not let D in on the basis 
of the extra 8 per cent but require that he shall pay on the basis of 12 
per cent. If D agrees to this, it seems that he is paying for two different 
things: a goodwill based on a proved earning capacity and a speculation 
based on his hope that the future will produce better value for him than 
now exists. 

This distinction is important only in case the allowance made to the old 
partners appears on the books. If it is a cash consideration paid to each 
of the old partners it does not make any difference what it is called. The 
condition then would be similar to what it would be if A, B and C had 
been the sole stockholders in a corporation and each had agreed to sell 
one quarter of his stock to D at more than book value. The extra pay- 
ment would be a personal matter between the parties and would not show 
on the corporation's books. 

If the whole allowance appears on the books by a charge to goodwill 
and credits to A, B and C, it is manifest that the goodwill account is 
overvalued. In the interests of accurate accounting it would be better to 
charge goodwill with that amount only which could reasonably be said 
to be due to the present earning capacity, basing D's contribution to the 
capital on the condition at that point, and then for D to pay the additional 
allowance to A, B and C in cash. If it is necessary that the whole 
allowance appears on the books, it should be divided in proper proportion 
between goodwill and an account called perhaps "bonus to old partners." 
It would naturally be desirable to charge off the latter account as soon as 
practicable. 

In corporations this question comes up only in case of mergers or in 
preparing a consolidated balance-sheet for a holding company and its 
subsidiaries. In many of these cases the amounts paid for the stock of 
the constituent or subsidiary companies is very much greater than the 
present earnings would justify. In many instances the principal object is 
to eliminate dangerous competition, but a payment made with that object 
in view ought not to be classed as a purchase of goodwill. 

The celebrated Safety Razor Company problem, already referred to 
several times in this department, is a case in point. That company bought 
all the stock of the L. W. Company and of the Steel Blade Company, 
paying therefor $2,500,000. It is not stated how this payment was divided 
between the two companies. Each of the companies already had an asset 
of goodwill on its books. 
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The condition therefore was as follows: 

Payment by Safety Razor Co. 2,500,000.00 

Property acquired by this purchase : 

Net assets L. W. Co. 1,035,000.00 

Less goodwill 250,000.00 785,000.00 



Net assets Steel Blade Co. 535,000.00 

Less goodwill 50,000.00 485,000.00 



Net tangible assets acquired 1,270,000.00 

Less Steel Blade stock owned by L. W. 

Co. and carried at 300,000.00 970,000.00 



Total excess paid over net working assets 1,530,000.00 

In all the answers to the problem this amount is carried as goodwill 
in the consolidated balance-sheet. 

An analysis of the conditions of the two companies at the time of 
their purchase by the Safety Razor Company furnishes these data: 

The L. W. Company had a capital of $400,000 and a surplus of $635,000. 
Its earnings for the three months prior to the purchase were at the rate 
of $120,000 per annum. 

The Steel Blade Company's capital was $600,000, but it had a deficit 
of $65,000, and its losses for the three months prior to the purchase were 
at the rate of $60,000 per annum. 

It is plain that the Steel Blade Company on this showing could not 
be said to have any goodwill. All the goodwill paid for must therefore be 
due to the earning power of the L. W. Company. The actual capital 
invested in this company, consisting of its capital stock and surplus at 
the time of purchase, less the goodwill already carried, was $785,000, on 
which the earnings are at the rate of $120,000 per annum, or a little more 
than 15 per cent. Allowing the very low rate of 8 per cent as the normal 
rate to be expected from such an enterprise, it would require $62,800 of 
the income to cover the return from invested capital. This would leave 
$57,200 to represent the earnings from goodwill. Capitalized at 8 per 
cent, this would justify a goodwill of $715,000. If the whole $1,530,000 
which was paid above book value is charged to goodwill, it is evident 
that there is an overcharge of $815,000. 

The overpayment may be made to gain control of the two companies 
in the hope that unified action may result in cheaper production or it may 
be for the purpose of getting rid of disastrous competition. In either 
case it is speculating on what may be hoped for in the future, and it is 
not based entirely on the experience of the past 

The question that arises is whether it is true that a goodwill of 
$1,530,000 has been established by the purchase, or whether a more accu- 
rate treatment would not be to charge goodwill with only $715,000 and 
to charge premium on subsidiary stocks with $815,000. The figures would 
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vary, if a rate different from 8 per cent, were used. The premium 
account would naturally be absorbed if the net worth of the subsidiary 
companies were allowed to increase by refraining from using all the 
profits made by them as dividends or as credits to surplus in a consoli- 
dated balance-sheet. A portion of the profit should be devoted each year 
to writing off the premium account 

Edward S. Rogers says of goodwill: "As with all intangible things, 
goodwill is hard to place mentally. Like reputation, popularity and friend- 
liness, it is so elusive that there is little wonder its value and its very 
existence are so frequently ignored. Like character and reputation in an 
individual — the things which enable anyone to associate with his fellows- 
goodwill is what perpetuates a business. It is that which makes tomor- 
row's business more than an accident. It is the reasonable expectation 
of future patronage based on past satisfactory dealings. Promiscuous and 
casual customers or clients do not pay the profits. Those who come regu- 
larly do. These persons have found the dealer trustworthy, his goods of 
high quality, his skill and knowledge commendable. They have been satis- 
fied with the treatment they have received in the past and are reluctant 
in the absence of some reliable recommendation or special circumstance 
to risk transferring their custom to another. It is this hope and probability 
that keeps a business going and gives it a selling value above that of its 
leasehold, equipment and stock/' 

Relation of Trade-marks to Goodwill 

It is often said of a business that, in addition to its goodwill, it pos- 
sesses certain trade-marks or trade-names which are very valuable. The 
making of such a statement indicates a wrong conception of the nature 
of a trade-mark. In itself there is no value attached to a certain picture, 
such as that of two dusky children, or to a made-up name, such as Unecda. 
They are of use only as identifying Gold Dust washing powder or a special 
kind of biscuit If the things which they identify had not proved them- 
selves through years of use to be articles of good quality, made by con- 
cerns which can be depended upon to keep them up to a high standard, 
the peculiar picture or name would have no value whatever. 

If some one other than the owners of the trade-marks should use 
them on similar articles, it would be equivalent to saying: "This is the 
washing powder which you have been in the habit of using and is the 
one whose excellent qualities have established a goodwill in the minds of 
those using such an article." It is plain that the wrongful user of the 
trade-mark is attempting to divert to his own benefit the goodwill built 
up by the original manufacturer and that is the goodwill which is valu- 
able and not the identifying trade-mark. 

That the trade-mark or trade-name has no value in itself is shown by 
the fact that if a manufacturer allows his goods to fall below the high 
standard which has hitherto attracted customers, no device, however at- 
tractive, will sell the goods. The customer can no longer depend on the 
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quality of the goods and after a few disappointments will cease to buy 
them. The trade-mark is exactly the same as it was before, but it has 
now become a symbol of illwill instead of goodwill. 

Usually the trade-mark or trade-name is much more important than 
the name of the manufacturer. Thousands of persons are using Gold 
Dust washing powder who have not the faintest idea of the name of 
the manufacturer. If a hundred housewives were asked to give the names 
of the concerns which make Sapolio, Fairy soap, Royal baking powder, 
Old Dutch cleanser and many other articles that are identified by a pic- 
ture or a name, it is certain very few could do so. They have become 
accustomed to seeing the picture of the typical Hollander chasing dirt, 
and will take any package that bears it or anything closely resembling 
it They may not even remember the name of the article, but will ask 
for the woman with a broom, or will point it out on the shelf. It is owing 
to this that the courts have uniformly enjoined the use by competitors 
of any device that is calculated to deceive ordinary persons who are not 
critical observers. Sometimes the article is known by the name of the 
manufacturer, who has not adopted a trade-name, though he may use 
a trade-mark. An instance of this is Baker's chocolate, which has the 
well-known picture of the woman with a tray on every package. The 
picture is not in any way connected with the name of the article, which 
is always known simply as Baker's chocolate. In spite of the right of a 
man to use his own name, the courts enjoined W. H. Baker from selling 
a chocolate put up in a wrapper somewhat similar to that used by the 
Walter Baker Company, but without the picture, and with the name dis- 
tinctly stated as W. H. Baker & Company. While the chocolate was 
correctly stated to be Baker's chocolate, it was not the particular article 
whose goodwill had been established by many years in which a uniform 
high standard of excellence had been maintained. It was not until he 
was forced to put on every package of his output in prominent letters 
"W. H. Baker is distinct from the old chocolate manufactory of Walter 
Baker & Company" that he was allowed to use even his own name. 

In preventing the infringement or imitation of a trade-mark or trade- 
name, the courts have uniformly done so on the ground that it was the 
goodwill that was valuable, and that the mark or name was merely the 
expression of the goodwill. The sign on the door of a big and successful 
business is intrinsically worth very little. As representative of the great 
concern whose name it bears, it is immensely valuable. On this point 
Edward S. Rogers says: 

"Goodwill must be focused upon something— it must be more than a 
general uncrystallized feeling of friendliness. There must be something 
to which it can attach to be of value to any one. To patronize a store 
or hotel a second time it must be identified. Whatever it is that fixes 
identity and thus makes certain to the potential patron that his friendli- 
ness or goodwill towards it is not being diverted from the intended re- 

383 



Digitized by CjOOQIC 



The Journal of Accountancy 

cipient to another is the embodiment of the store or hotel proprietor's 
expectation of the public's continued patronage and the benefits resulting 
to him from it. The means of identification of business establishments 
are the things to which goodwill attaches and which make a continuing 
asset It may be the name of the proprietor, the sign over the door, a 
device on the wrapping paper, a peculiarly designed store front, a partner- 
ship style, a corporate name or a nickname. It is of no consequence 
what it may be in any particular case; if it is a means of identification 
it may not be used or imitated by competitors so as to impair the value 
to the true owner of the goodwill and patronage which its use secures 
to him/' 

Patents 

It is often very difficult to reach a basis for the valuation of patents 
when they are among the assets transferred from one concern to another. 
It will simplify matters somewhat if the value of the patents can be 
separated from that of the goodwill which the business has been able to 
establish in consequence of the monopoly conferred by the patents. Hav- 
ing the exclusive right to manufacture a certain article for a number of 
years, it has the opportunity to make that article a confirmed habit among 
all its consumers. When the patent expires and other concerns acquire 
the right to make an exactly similar article, they find it up-hill work to 
compete with the original manufacturer. The consumers are satisfied and 
do not care to try experiments. 

If a concern that has for seven years been building up a reputation for 
an article protected by patent should then sell to another concern, the 
basis V>f the valuation of the patent would undoubtedly be something more 
than the excess profits of the next ten years. However, the price agreed 
upon should not be considered the value of the patent, nor should it be 
charged to "patents" to be written off in ten years. By far the larger 
portion of the price should be considered the value of the goodwill, if 
the protected article has proved a success. The distinction may be impor- 
tant, because patents must be written off during their life, but goodwill 
may be considered a permanent asset 

Sinking Fund or Serial Bono Plan 

Editor, Students' Department: 

Sir : In a recent publication a writer states with reference to the cancel- 
lation of pre-purchase of bonds for which a sinking fund has been created : 
"Whether the bonds are held in the sinking fund or whether they are 
retired would have no effect upon the accounts in subsequent years. The 
interest on the bonds, if the bonds were not retired, would be charged to 
an interest on bond account, but would be credited to a trustee's income 
account and the credit in the trustee's income account would offset the 
debit in the interest on bonds account If the bonds were retired, there 
would, of course, be no interest charge or interest credit" 
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I have also read in another authority that bonds so purchased should 
not be cancelled . . . "Otherwise the fund would be deficient at its 
maturity. . . ." 

Can the above statements be reconciled? And how would the sinking 
fund be deficient at maturity if part of the cash had been applied to 
redemption of the bonds for which it was established? J. W. T. 

New York. 

The statement made in the article quoted cannot be reconciled with 
the other statement for the reason that the article is wrong in this par- 
ticular. The first error is in failing to distinguish between a sinking fund 
and a redemption fund. To be a true sinking fund, it is imperative that 
any of the company's own securities purchased for the fund shall be held 
alive in the fund so that the interest thereon will compound to maturity. 
If the securities are cancelled when purchased the fund can no longer be 
truly called a sinking fund, but should be called a redemption fund. 

The reason for insisting upon this distinction is that sinking fund con- 
tributions are computed by finding what equal periodical instalments at 
compound interest will produce a fund sufficient to retire all the bonds at 
maturity. Where some of the securities are cancelled instead of held 
alive in the fund, the fund loses the compound interest on the retired 
securities. For this reason you cannot inaugurate a programme for bond 
retirement on the sinking fund basis and then disorganize that programme 
by shifting to the periodical redemption plan. 

To make this matter as clear as possible let us assume that a company 
issues $100,000 of 5 per cent, bonds, interest payable annually, maturing 
in five years. It is provided in the trust deed that a sinking fund shall 
be established by contributions of equal amount to be paid to the trustee 
of the sinking fund m cash at the end of each year. The amount of the 
annual contribution will depend upon the rate of interest which can be 
earned on the periodical instalment Assuming that 5 per cent can be 
earned, we find in an interest table that an annual contribution of $1.00, 
made at the end of each year, will amount to $5.525631. Dividing $100,000 
by 5.525631 produces a quotient of $18,097.48, which is the annual contri- 
bution necessary to make on a 5 per cent compound interest basis in 
order to produce a fund of $100,000 at the end of five years. The follow- 
ing table shows the accumulation of the fund on the assumption that each 
year the company buys $15,000 of its own bonds and holds them in the 
sinking fund: 

Table of Accumulation of Sinking Fund 

Assuming that the annual instalment of $18,097.48 and interest accre- 
tions are invested as follows: 

Company's own 5 per cent, bonds of $15,000, held alive in fund. 
Other 5 per cent securities of other companies. 

385 



Digitized by VjOOQIC 



The Journal of Accountancy 



End of year 


Annual 
cash deposit 


Interest 
earned 


Securities 
purchased 


Total fund 


1 
2 
3 
4 

5 


$18,097.48 
18,097.48 
18,097.48 
18,097.48 
18,097.48 



$904.87 
1,854.99 
2352.62 
3,900.12 


$18,097.48 
19,00235 
19,952.47 
20,950.10 
21,997.60 


$18,097.48 
37,099.83 
57,Q52J0 
78,002.40 

100,000.00 




$90,487.40 


9,512.60 







The sinking fund would contain 5 X $15,000, or $75,000 of the com- 
pany's own bonds, and $25,000 of cash or securities with which to pur- 
chase the remaining bonds. 

To show that the fund will be deficient if the securities issued by the 
company itself are cancelled when purchased for the sinking fund, the 
following table of contributions, interest earnings and bond retirements 
is presented: 

Table of Accumulation of Fund 

Assuming that $15,000 of company's own bonds are purchased each 
year and cancelled — remainder of annual contributions plus interest accre- 
tions being invested in 5 per cent, securities of other companies. 











Company 






End of 




Interest 




bonds 


Increase 


Balance 


year 


Cash 


earned 


Total 


retired 


in fund 


of fund 


1 


$18,097.48 





$18,097.48 


$15,000.00 


$3,097.48 


$3,097.48 


2 


18,097.48 


154.87 


18,252.35 


15,000.00 


3,252.35 


6,349.83 


3 


18,097.48 


317.49 


18,414.97 


15,000.00 


3,414.97 


9,764.80 


4 


18,097.48 


48824 


18,585.72 


15,000.00 


3,585.72 


13,350.52 


5 


18,097.48 


667.53 


18,765.01 


15,000.00 


3,765.01 


17,115.53 




$90,487.40 


$1,628.13 





There are outstanding bonds to be redeemed amounting to 
while the sinking fund is only 

Hence the fund is deficient 

This is the difference between 

The interest earnings of the first fund totaling 
and interest earnings of the second fund totaling 



$25,000.00 
17,115.53 

7384.47 



$9,512.60 
1,628.13 

$7384.47 
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The company saves the expense of the annual simple interest at 5 per 
cent on the bonds redeemed, but it loses the compound interest on the 
bonds redeemed. The following table shows the interest shortages: 





Interest when 


Interest when 






bonds 


bonds 




Year 


are held alive 


are redeemed 


Interest lost 


1 


0.00 


0.00 


0.00 


2 


904.87 


154.87 


75aoo 


3 


1,854.99 


317.49 


1,537.50 


4 


2,852.62 


48824 


2,364.38 


5 


3,900.12 


667.53 


3,232.59 



9,512.60 



1,628.13 



7,884.47 



These shortages are accounted for as follows : 

During the second year the fund is short 15,000.00 

« Hence the company loses 5 per cent, interest on $15,000.00 or 750.00 



Increasing the shortage in the fund to 
Cancelling the next purchase of bonds 

Makes a shortage during the third year of 

Hence the company loses 5% interest on $30,750.00, or 

Increasing the shortage in the fund to 
Cancelling the next purchase of bonds 

Makes a shortage during the fourth year of 

Hence the company loses 5% interest on $47,287.50, or 

Increasing the shortage in the fund to 
Cancelling the next purchase of bonds 

Makes a shortage during the fifth year of 

Hence the company loses 5% interest on $64,651.88, or 

Making a total shortage of 



Bonds still outstanding total 

If the fund should be 
and is short 

there must be in the fund 

Shortage 
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15,750.00 
15,000.00 


,750.00, or 


30,750.00 
1,537.50 




32,287.50 
15,000.00 


7,287.50, or 


47,287.50 
Z,oo4.oo 




49,651.88 
15,000.00 


1,651.88, or 


64,651.88 
3,232.59 




67,884.47 


100,000.00 
67^84.47 


40,000.00 




32,115.53 




7^84.47 



Digitized by VjOOQIC 



The Journal of Accountancy 

The statement "whether the bonds are held in the sinking fund or 
whether they are retired would have no effect upon the accounts in subse- 
quent years," is clearly incorrect. It is true that "the interest on the 
bonds, if the bonds were not retired, would be charged to an interest on 
bond account, but would be credited to a trustee's income account," but it 
is also true that the trustee's income account would also be credited with 
interest on interest. The simple interest saved does not offset the com- 
pound interest earned. 

Not only does the retirement of the bonds have an effect on the fund 
"accounts in subsequent years," but it has an effect on the nominal 
accounts. 

Compound Simple 
interest interest 
credited charged 

to income to income Difference 

First retirement $15,000, 4 years 
before maturity 
4 years' interest on $15,000 

Second retirement $15,000, 3 years 
before maturity 
3 years' interest on $15,000 

Third retirement $15,000, 2 years 
before maturity 
2 years' interest on $15,000 

Fourth retirement $15,000, 1 year 
before maturity 
1 year's interest on $15,000 



$3,232.59 $3,000.00 $232.59 



2,364.38 2,250.00 114.38 



1,537.50 1,500.00 37.50 



750.00 750.00 



$7,884.47 $7,500.00 384.47 



The fund is short the compound interest of 
and the income is short 



$7,884.47 
384.47 



A point that is seldom taken into consideration in comparing the sink- 
ing fund with the serial redemption plan is that the company pays out 
more actual money the first part of the time under the serial plan and for 
the last part of the time less is paid out than under the sinking fund plan, 
the net result being that the total amount paid out when the bonds are 
redeemed and cancelled, that is under the serial plan, is less than the 
amount required to operate the sinking fund. Of course, as far as the 
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company is concerned, the money, whether for fund or interest, paid to 
the trustee of the sinking fund is paid out just as much as if it went to 
outside holders of the bonds. The figures are as follows: 





Sinking Fund Plan Payments 










Fund 


Outside 




Excess 


Date 


Fund cash 


interest 


interest 


Total 


payments 


End 1st year 


18,097.48 




5,000.00 


23,097.48 




End 2nd year 


18,097.48 


904.87 


4,095.13 


23,097.48 




End 3rd year 


18,097.48 


1354.99 


3,145.01 


23,097.48 


97.48 


End 4th year 


18,097.48 


2,852.62 


2,147.38 


23,097.48 


1,097.48 


End 5th year 


18,097.48 


3,900.12 


1,099.88 


23,097.48 


2,097.48 



90,487.40 9,512.60 15,487.40 115,487.40 3,292.44 



Date 
End 1st year 
End 2nd year 
End 3rd year 
End 4th year 
End 5th year 



Serial Plan Payments 
Interest 



Bonds paid 

20,000.00 

20,000.00 

20,000.00 

20,000.00 

20,000.00 



100,000.00 
Excess sinking fund plan 



paid 
5,000.00 
4,000.00 
3,000.00 
2,000.00 
1,000.00 



Total 
25,000.00 
24,000.00 
23,000.00 
22,000.00 
21,000.00 



15,000.00 115,000.00 
487.40 



15,487.40 



Excess 
payments 
1,902.52 
902.52 



2,805.04 

487.40 

3,292.44 



For large amounts extending over many years this excess might seem 
to be a great objection to the sinking fund plan, but the objection vanishes 
when the facts are considered. 

The theory on which all sinking fund calculations are based is that 
money is worth a certain rate of interest whether in the hands of the 
company itself or of the fund trustee. This will not work out exactly 
in practice unless some way is found to realize the rate on the odd amounts 
of cash in the hands of the trustee, but the theory is true enough for all 
practical purposes. Therefore, in analyzing the conditions attendant upon 
the excess payment, compound interest on these payments must be debited 
and credited in order to find the actual net loss or gain made by the com- 
pany under whichever plan it chooses to adopt. 

In the example used the company has paid out on the sinking fund 
plan an excess of $3,292.44 and under the serial plan an excess of $2,805.04, 
a clear loss of $487.40. However, it must be noted that the smaller excess 
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is paid in the first two years and the larger in the last three, and the 
interest must be calculated to see to what extent the longer time offsets 
the larger amount 

Under the serial plan the company loses the use of 
$1,902.52 for 4 years, on which die compound interest is 
902.52 for 3 years, on which the compound interest is 

Total loss 5522S 

It gains the use of 

$ 97.48 for 2 years, on which the interest is 9.98 

1,097.48 for 1 year, on which the interest is 54-87 64.85 

Net loss of interest 487.40 

That is, the serial plan in addition to $15,000.00 actual interest paid 
loses $487.40, making it cost exactly the same as the sinking fund plan. 

It may be that the article intended to say that the choice of a plan 
would make no difference in the result, which is true, but it is far from 
true that it "would have no effect upon the accounts in subsequent years." 

Calculating Commission on Net Profits 

Editor, Students' Department: 

Sir : I enclose a solution of a proposition which we ran into recently 
in auditing some cotton mill books, which may be of interest to your 
readers. 

A corporation, having an average invested capital of $250,000.00 for 
1918, earned $180,000.00 net The average invested capital for the pre- 
war period was $200,000.00; the average net earnings, $40,000.00. 

We find in the minute book, under date of January 1, 1918, the follow- 
ing resolution : 'The treasurer shall receive a commission of 20 per cent of 
the net profits after the excess profits, war profits and income taxes and 
his commission have been deducted. His commission is to be considered 
an administrative expense and is to be deducted from net earnings before 
tbe taxes have been computed." 

What is the corporation's net profit? What is the treasurer's com- 
mission? What are the taxes? 

Charlotte, North Carolina. J. L. Hoyle, GP.A. 



Solution by Mr. Hoyle: 

The taxes, without considering the commission to treasurer, would be: 
Excess profits taxes 
20% invested capital 50,000.00 

Less credits: 
Specific deduction 3,000.00 
8% invested capital 20,000.00 23,000.00 



27,000.00 @ 30% = 8,100XX) 
Net earnings 180,000.00 

20% invested capital 50,000.00 130,000.00 @ 65% = 84,500.00 92,600.00 
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War profits taxes 

Net earnings 180,000.00 

Less credits: 
Specific deductions 3,000.00 
Average net earnings 
for pre-war period 40,00000 
10% increase in in- 
vested capital 5,O0Oj0O 48,000.00 



132,000.00 @ 80% =105,600.00 
Less excess profits taxes 92,600.00 13,000.00 



Income taxes 
Net earnings 180,000j00 

Less credit (specific deduction) 2,000.00 



178,000.00 
Less excess and 
war profits taxes 105,600.00 



72,400.00 @ 12% = 8,688.00 



Total taxes $114,288.00 

Now let X = Corporation's net profit 
Y = Treasurer's commission 
Z = Taxes 
Equation (1) X + Y + Z = 180,000 net earnings. 

The treasurer's commission is to be 20% of net profits after both commis- 
sion and taxes have been deducted, and we have equation No. 2: 
Y = 20% [180,000 -(Y + Z)] 

As 80% of $132,000, the net amount of earnings less the war profits 
credits, is the sum of both the excess profits and war profits taxes, and 
as the income tax is 12% of earnings after the credit of $2,000.00 and the 
excess and war profits taxes have been deducted, we have for our third 
equation : 

Z = 80% (132,000 — Y) + 12% [(178,000 — Y) — 80% (132,000 — Y)] 
Simplifying equations Nos. 2 and 3, we have : 
(No. 2) 6Y + Z = 180,000 

(No. 3) 103Y + 125Z = 14,286,000 

Multiplying No. 2 by 125 and eliminating "Z" by subtraction, we have : 

750Y + 125Z = 22,500,000 

103Y + 125Z = 14,286,000 

647Y = 8,214,000 

Y = 12,695.517 
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Substituting the value of "Y" in equation No. 2, we have: 
6Y + Z = 180,000 

Z = 180,000 — 6Y 

Z = 180,000 — 76,173.10 

Z = 103,82650 

Substituting the values of "Y" and "Z" in equation No. 1, we have : 
X + Y + Z = 180,000 

X = 180,000 — (Y + Z) 
X = 180,000 — (12,695.52 + 103,826.90) 
X= 63,477.58 

X = 63,477.58=£orporation's net profit 
Y = 12,695.52=Treasurer's commission 
Z = 103£26.90b=Taxes 
X + Y + Z = 180,OOO.OOb=Net earnings. 
20 [180,000 — (103,826.90 + 12,695.52)] 

= 12,695.52 s Treasurer's com- 

100 
mission, which was to be 20 per cent of net profits after both commission 
and taxes had been deducted. 

Computing the taxes on net earnings less the treasurer's commission, 
we have: 

Net earnings = 180,000.00 
Treasurer's commission = 12,695 SI 



Basis of taxes = 167,304.48 
Excess profits taxes 
20% invested capital 50,000.00 

Less credits : 
Specific deduction 3,000.00 
8% invested capital 20,000.00 23,000.00 



27,000.00 @ 30% = 8,100.00 
Basis of ta*es 167,304.48 

20% invested capital 50,000.00 117,304.48 @ 65% = 76,247.91 84,347.91 



War profits taxes 

Basis of taxes 167,304.48 

Less credits: 
Specific deduction 3,000.00 
Average net earnings 
for pre-war period 40,000.00 
10% increase in in- 
vested capital 5,000.00 48,000,00 



119,304.48 @ 80% = 95,443.58 
Less excess profits taxes 84,347.91 11,095.67 
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Income taxes 
Basis of taxes 167,304.48 

Less credit (specific deduction) 2,000.00 



165,304.48 
Less excess and war profits tarfes 95,443.58 



69,860.90 @ 12% 8^83.31 



Total taxes $103,826.89 
*Z" = 10332650 ~ 

Profit Percentage Basis 
Editor, Student/ Department: 

Sot: If a corporation was authorized at $250,000.00 but only issued stock 
to the amount of $200,000.00 and after a number of years issued a stock 
dividend of the remaining stock, in making up statement at the end of the 
year would the percentage of profit be figured on the $200,000.00 or 
$250,000.00? 

Would any credit items going through the surplus adjustment account 
have to be taken into account when making up income statement, such 
as correcting mistakes, stock discount or premiums, etc.? 

If you will answer the above questions through your publication at 
your convenience you will greatly oblige 

Yours very truly, 
San Francisco, California. E. H. B. 

I understand that the questions contained in your letter refer to the 
financial statements rendered to the directors and stockholders, and not 
to the statements prepared for the income tax. 

If by percentage of profit is meant that which is earned on the capital 
employed in the enterprise, the base of the calculation must not be the 
issued stock alone. The surplus or undivided profits must also be included. 
Surplus is just as much capital as is the paid-in stock. This is manifest 
in a partnership where the undrawn profits are at once added to the 
capitals of the partners. The fact that undivided profits are credited to a 
surplus account in a corporation does not change their nature. 

As the stock dividend could not be declared except out of surplus, the 
issue of the stock does not change the total of the capital employed. It 
merely increases the issued stock and decreases the surplus to the same 
extent. 

The percentage of profits to issued stock only would have no practical 
value, except to show what dividend is being earned. For this purpose 
the percentage would be on the basis of the entire issued stock after the 
dividend stock had been issued. 
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Surplus adjustments would appear in an income statement in the 
table as follows: 

SURPLUS 

Adjustments detailed 0.00 Balance January 1 0.00 

Corrected balance, down 0.00 Adjustments detailed 0.00 

0.00 0.00 

Corrected balance 0.00 

And then the entries for the current year. If there are many kerns they 
may be detailed in a schedule and only the net result used here. 
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INCOME TAX PROCEDURE 1919; by Robert H. Montuomssy. The 

Ronald Press Company, New York. $6.00. 

It has been stated that while theory without practice is useless, practice 
without theory is anarchy. Certainly the preparation of income tax re- 
turns, especially for corporations, without an exact knowledge of the 
regulations and a fair knowledge of preceding laws and their interpretation 
would result in the widest rariations and in extreme departure from the 
treasury's understanding of the kw. The author has therefore, performed 
a public service in bringing out the current edition of his Income Tax 
Procedure because it interprets both law and regulations and annotates 
the present law with precise references to previous ones and with illumin- 
ating comments on obscure sections. It required courage to present so 
formidable a volume within a few weeks after the passage of the law and 
before the regulations were available, but the result demonstrates the 
wisdom of the action. Previous editions had established the book as a 
standard guide in income tax matters and the present edition again reveals 
the author's exceptional knowledge of the laws and his astuteness in 
explaining the regulations and in suggesting interpretations where none 
has been proposed by the government. 

Perhaps the most useful service performed by the book and its supple- 
ment is the thorough discussion of invested capital, with particular refer- 
ence to inadmissible assets. Sections 325 and 326 of the law are dangerous 
ones to apply because, on first reading, their inherent ambiguity is not 
apparent and an incorrect interpretation of them with an underassessment 
or overassessment of the tax might readily result As pointed out by the 
author, section 325 (a) "is not at all dear and can hardly be understood 
except by the use of several illustrations." Illustrative problems solved 
in detail, accompanied by copious comments and explanations presenting 
the underlying principles and stating the results sought to be obtained by 
the law, are of great assistance in involved cases. 

Accountants who have to apply the law will agree with the author that 
the computation of invested capital should begin with a statement of 
capital stock and surplus, to be adjusted, instead of with a detailed list of 
assets. On pages 718 and 719 is a particularly valuable tabulation showing 
the additions and deductions which may be expected to affect the invested 
capital as determined at the beginning of the year. Opposite each item 
is a reference to the pages of the book where it is explained and dis- 
cussed in detail. 

The book as a whole may be said to be comprehensive and logically 
developed. An introductory chapter shows one the principal portions of 
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1917 procedure which he most unlearn and by summarizing the 1918 law 
offers a perspective before the details are presented. Part I deals with 
application and administration and is followed by discussions of income 
and deductions. Part IV. is concerned with special classes of taxpayers 
and concludes the presentation of that part of the law imposing the 
income tax. Then follow the excess and war profits taxes and the text 
concludes with part VI which discusses the federal capital stock (excise) 
tax and the munition manufacturers' tatf. The complete 1918 law is given 
in an appendix. A very complete table of contents and a forty-six page 
double column index are of material assistance. The book is well anno- 
tated and former procedures are explained in footnotes. 

While the author gives no encouragement to those who seek to evade 
the tax, practical and helpful suggestions are made to enable a taxpayer 
to resolve reasonable doubts in his own favor, in accordance with the 
established principle of law that "such statutes are construed most strongly 
against the government, and in favor of the subjects or citizens, because 
burdens are not to be imposed, not presumed to be imposed, beyond what 
the statutes expressly and clearly import" For example, on page 49, the 
author points out that where several persons contribute to the joint sup- 
port of several dependents, it may be desirable to allocate the contributions 
to particular dependents so that the taxpayer may be the chief supporter 
of certain individuals and thus become entitled to the dependent exemption. 

In a brief review it is difficult to select portions for special comment 
Throughout the book runs a thread of discussion on the fundamentals of 
accounting which makes it a valuable contribution to accounting literature 
apart from its function as a tax manual. It is a readable book because the 
author's personality pervades it — witness on page 142, where he comments 
on the average man's willingness to pay an exorbitant taxicab charge or 
tip an insolent waiter rather than undergo the unpleasantness of a row. 

Anyone familiar with bureau methods in Washington will agree that 
some decentralization is advisable in order to avoid intolerable congestion. 
While uniformity should be sought, a slight compromise is justifiable when 
it will make for dispatch. 

The book is encyclopaedic and replete with practical suggestions for 
special types of taxpayers and special kinds of cases. Among many unex- 
pected ideas is one that an individual may deduct the taxes paid by him 
in connection with club dues, railroad and Pullman fares and admission 
to places of amusement This may induce more accurate account keeping, 
a point often urged by the author, and one may some day see individuals 
carrying pocket note books in which to record these taxes, heretofore 
ignored as deductible by the vast majority of individual taxpayers. An 
annual expenditure in such taxes could easily amount to $50.00, in which 
case a deduction under a 12% tax would itself pay for this entertaining 
and practical book leaving all the other benefits derived as pure income— 
but too intangible to be subject to any tax which the most inquisitorial 
congress could conceive. Habold Dudley Greeley. 
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NEW MODERN ILLUSTRATIVE BOOKKEEPING, Introductory 
course, by Charles F. Ritten house, GPA. American Book Company. 

152 pp. Goth, $120. 

There should be cause for much rejoicing at the appearance of this 
book. The great body of bookkeeping teachers is made up of two types- 
human teaching machines and teachers. The latter type is the product 
of or shows the influence of the modern school of thought It rebels at 
having to teach principles which are unsound and practice which is not 
only obsolete but positively wrong. The teachers are therefore to be 
congratulated on the selection by the publishers of so able a person to revise 
Modern Illustrative Bookkeeping. The general result is most satisfactory. 

Those who are disposed to be critical may of course find things to 
deplore. The discussion of "double entry bookkeeping," for example, 
misses the opportunity to bring out the fact that one set of entries records 
financial condition while the other set records the changes therein. It 
still clings to the traditional statement that "it is necessary to record both 
the thing received and the thing given." 

Another thing which is subject to criticism is the discussion of the use 
of red ink. "If red ink is used at all by the bookkeeper, it is used for all 
ruling in the ledger and in books of original entry and in balancing ledger 
accounts." The reviewer is tempted to remark that the only bookkeepers 
who still use red ink are those who are ignorant of the fact that its use 
in books is obsolete or those who are forced by circumstances so to do. 
The sooner texts on bookkeeping unite in advising against a practice which 
is both time-consuming and unnecessary the sooner the practice will be 
discontinued entirely. 

The revision as a whole meets the modern tests with regard to content, 
arrangement of material and method. It is a valuable addition to the 
supply of material available in this field. 

JOHN RAYMOND WILDMAN 



ELEMENTS OF BUSINESS, by Parke Schoch and Murray Gross. 

American Book Company, New York. 216 pp. Cloth, 88 cents. 

Elements of Business is a striking example of the oft repeated remark 
that "a book should not be judged without first reading the preface." 
Without discovering what the authors seem to have in mind one would 
be tempted to describe the book in question as a compilation of the 
materials of business practice, lacking in correlation and without focus. 

There is apparently little in this book which is not in numerous other 
books. It is divided into six parts with titles as follows : exchange, money 
and credit ; banking and savings institutions ; insurance ; property ; invest- 
ments; letter writing; personal account records. The quality of the 
material is excellent; the exposition very interesting. From a practical 
point of view it will probably serve as an inexpensive compilation of good 
material. 
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When one realizes that the motive which prompted the book was a 
desire to render social service, the objective becomes clear, the relations 
apparent JOHN RAYMOND WILDMAN 



READINGS IN THE ECONOMICS OF WAR. Edited by J. Maottce 
Clark, Walton H. Hamilton, and Harold G. Moulton. University of 
Chicago Press. $3.00 net. 

There are few students, professional or amateur, who do not long 
for some convenient method of preserving for future reference the 
data and opinions on contemporary problems which they read in current 
journals and books. We have all felt the exasperation incident to the 
vain attempt to locate a half-remembered statement which we would give 
much to be able to quote verbatim. It is all very well to say "always 
verify your quotations," but what if one can remember neither quotation 
nor the source? 

Three professors, two of the university of Chicago and one of 
Amherst, recognizing the importance of contemporary thought before, 
during and after the great war, have collected and edited a series of 
articles on the economics of war, making a volume of some six hundred 
pages, "full of meat" It is not an economic text-book, but is intended 
to be used for collateral reading by students in economic courses. The 
source of every article or extract is given in foot-notes, a cursory perusal 
of which gives ample assurance of the impartiality exercised by the 
editors. 

He will be a temerarious man, however, who attempts to read the book 
through in ordinary course. Mental indigestion at the least will be his fate. 

W. H. L, 



AUDITING PROCEDURE, by William B. Castenholz, A.M., GP.A 
LaSalle Extension University, Chicago. 

The LaSalle extension university has published this book by William 
B. Castenholz, which presumably is the official text-book of the institution 
on the subject of auditing procedure and we take it for granted that it is 
supplementary to a regular course on auditing theory. The author states 
specifically 

"Not what and why, but how— that is the essential message of 
this book." 

The contents of the book of 342 well-printed pages bear out this state- 
ment. As a guide to procedure the book is well worth having for reference 
by new practitioners. W. H. L. 



STORING: ITS ECONOMIC ASPECTS AND PROPER METHODS, 

by H. B. Twytom). D. Van Nostrand Company, New York. 

The second half of this book, beginning with chapter VIII, will be 

found of great value to the publk accountant The question of inventories, 

always an important one and doubly so now that the federal income tax 
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laws recognize the necessity of accurate inventories in ascertaining 
invested capital, has been a stumbling-block since time immemorial. Most 
of us side-step it by accepting the statements submitted by proper officers 
(see any standard work on auditing). This may be permissible but, be it 
noted, only on condition that the system in effect for recording stock is 
trustworthy and accurately kept Mr. Twyford's methods and forms, with 
his practical suggestions to the storekeeping force, leave little to be desired, 
and are well worth studying by the auditor who is endeavoring to en- 
courage scientific and systematic methods of stores accounting on the part 
of his clients. 

W. H. L. 



MODERN MANAGEMENT APPLIED TO CONSTRUCTION, by 
Daniel J. Hauer. McGraw-Hill Book Co., Inc., New York. $2 net. 
Modern Management is a book of some 180 pages on the application of 
scientific management to construction work. While it is an interesting 
study of modern methods in organization, accountants will find only a few 
pages (chapters 8 and 9) of any particular relevance, and those of quite 
general character. Accountants who are employed on construction work 
will find the book useful in helping them to get in touch with the engineers 
who are striving for the last word in efficiency. 

W. H. L. 
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Delaware Society of Certified Public Accountants 

At the annual meeting of the Delaware Society of Certified Public 
Accountants, March 21, 1919, the following officers were elected : president, 
Peter T. Wright; vice-president, Will- A. Clader; secretary, William H. 
Van Hekle ; treasurer, Clifford E. Iszard. All the officers and T. Whitney 
Iszard were elected members of the executive committee 



Joseph J. Mitchell and William B. Castcnholz announce the formation 
of a partnership under the firm name of Mitchell, Castenholz & Co., with 
offices at 11 South La Salle street, Chicago, Illinois. 



Robinson & Bours announce that H. Edwin Nowell has become a 
member of the firm and that their offices have been transferred to the 
Crocker building, San Francisco. 



Baines, Bennett & Bennett announce the formation of a partnership, 
with offices at 110 West 42nd street, New York. 



Loomis, Suffern & Fernald announce the removal of their offices from 
149 Broadway to 54 Wall Street, New York. 



Russell W. Bennett announces that he has reopened offices at 117 W. 
Forsyth street, Jacksonville, Florida. 



The Baltimore Audit Company announces that Thomas L. Berry has 
become associated with the company. 



Robert Douglas & Co. announce that Raymond D. Willard has been 
admitted as a partner in the firm. 



Gordon Robb announces the opening of an office at 326 Chronicle 
building, San Francisco, California. 



George B. Buist announces the opening of offices in the Fletcher Trust 
building, Indianapolis, Indiana. 



Clarence R. Laws announces the opening of an office in La Salle 
building, St. Louis, Missouri. 
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BOARD OF EXAMINERS 
Examination ih Auditing 

MAY 15. 1919, 9 A. M. TO I P. M. 

Answer all the following questions: 

1. How would you verify the accuracy of accounts receivable 

from trade customers — 

(a) In a detailed audit; 

(b) In a balance-sheet audit? 

2. In a balance-sheet audit how would you verify as to quan- 

tities and amounts the inventory items — 

(a) Goods in process; 

(b) Repair and replacement parts for the concern's 

product? 

3. You are informed that during the period covered by a 

balance-sheet audit, which you have made, a defalcation 
was going on in the petty cash which was not discovered 
by you. You are asked to write a letter of explana- 
tion to the board of directors. Explain what you would 
do, and draft such a letter. 

4. How would you treat cash discounts on capital expenditures, 

such as for new machinery? 

5. In auditing the accounts of a corporation for the year ended 

December 31, 1918, you find that for the first time there 
were taken into consideration goods to be received after 
January 1, 1919, which you find were covered by firm 
contracts. The purchase price of the goods was charged 
to purchases account as of December 31, 1918, and 
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credited to the vendor. In the inventory the goods were 
taken at 20 per cent, less than cost You find that the 
market price was in fact 80 per cent, of cost. Tax state- 
ments have been prepared in accordance with the books. 

Give your opinion as to the wisdom and propriety of the 
course adopted and your advice as to reflecting the fore- 
going in the balance-sheet. 

6. Discuss the various methods of handling containers in differ- 

ent businesses? In each case describe the duty of the 
auditor. 

7. In making an audit or investigation for the prospective 

purchase of a business to be followed by a report, in- 
cluding a balance-sheet and income and profit and loss 
statement, would you expect such a report to differ 
from the report which you would make based upon a 
balance-sheet audit directed to and made for the presi- 
dent of a corporation? If different, specify fully the 
points of difference. 

8. How could a manager, who does not keep the books but is 

interested in the profits of one department of a business, 
unduly increase the amount of his compensation? In 
making an audit where profit-sharing agreements exist 
should an audit programme differ from that required 
where there are no such agreements? If so, why? 

9. (a) Would you refuse to sign an audit certificate if you 

had been refused access to the minute book of a 
corporation ? 

(b) If the answer is "Yes" would you sign the certificate 

with a qualification? 

(c) Mention five items for which you would look in exam- 

ining a minute book. 

(d) If the corporation were a "close" one and practically 

no minutes were kept, what action would you take 
and why? 

10. When plant and deferred asset accounts are increasing, 
should an auditor attempt to ascertain whether or not 
production is increasing, to the same relative extent? 

402 



Digitized by CjOOQIC 



American Institute of Accountants 

What is the auditor's general duty in regard to (a) 
capital expenditures and (b) increases in inventories? 
Answer fully. 



Examination in Commercial Law 

MAY 15, 1919, 2 P. M. TO 6 P. M. 

Give your reasons for all answers 
NEGOTIABLE INSTRUMENTS 
Answer three of the following four questions: 

1. On the balance-sheet of a merchant there appears an item, 

notes receivable $5,695.50. You find these notes on hand 
or in bank for collection. You also find that the mer- 
chant has discounted at his bank notes previously re- 
ceived by him not yet due amounting to $11,000.00. 

(a) Since these discounted notes are no longer held by 

the merchant, has he any further responsibility 
or liability? 

(b) If so, describe its nature and what effect it may have 

on the balance-sheet 

2. In counting the cash in a mill office you find as part of the 

cash cheques which have been received from customers 
subsequent to the last bank deposit, which was made a 
week prior to your visit. The cheques are drawn on 
various widely scattered banks, including the mill's own 
bank, which is three miles away on a trolley line. 

(a) What does the law require the holder of cheques 

to do? 

(b) What danger, if any, may this mill incur in the col- 

lection of these cheques when it makes its next 
deposit? 

3. Among the notes receivable of E F, whose books are being 

examined, are two promissory notes past due. The 
maker of both is A B, whose financial responsibility is 
doubtful. One of the notes bears the endorsement of 
B C, who is known to be "good." What steps should 
have been taken by E F on the dates when each of these 
notes fell due to protect his rights ? 
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4. (a) How does the certification of a cheque by the bank 

operate to change its nature in the hands of a 
holder? 
(b) Describe the words necessary to effect certification. 

CONTRACTS 
Answer two of the following three questions: 

5. A calls B on the telephone and says : "I have fine apples at 

$5.00 a barrel." B says, "I will take two barrels." 

(a) Is this a good contract? 

(b) What effect, if any, would be created if the same 

words had been expressed in a signed letter by A 
to B with B's signed reply? 

(c) What additional effect, if any, would be created by a 

more formal expression of the same conversation 
in a "memorandum of agreement" signed by both 
parties and properly witnessed? 

6. (a) What is the difference between an ordinary contract 

and one of suretyship? 
(b) What duty does the employer of a "bonded" cashier 
owe to the indemnity (or security) company during 
the term of the bond ? 

7. What is the difference between the contract called "instal- 

ment lease" and one under which merchandise is sold 
on terms requiring payments of stated amounts in thirty, 
sixty, ninety and one hundred and twenty days after 
delivery? 

CORPORATIONS 
Answer both the following two questions: 

8. In January of each year for several years the directors of 

a corporation have declared an annual dividend on the 
company's preferred stock at the rate specified on the 
certificates. In the balance-sheet of December 31st of 
each preceding year the treasurer sets up the amount of 
the dividend as a liability of the company. Does the 
liability item correctly represent the company's respon- 
sibilities to its preferred shareholders and the holders 
of its notes payable? 
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9. (a) Describe some of the principal advantages obtainable 
through the incorporation of a business now owned 
by an individual, 
(b) Are there any disadvantages to be considered? 

PARTNERSHIP 
Answer both the following two questions: 

10. In an agreement for sharing profits entered into between 

two partners of a business concern and three employees, 
how should the agreement read to distinguish it from 
one of general partnership? 

11. (a) In examination of the business books of a partnership, 

for what document would you inquire for confirma- 
tion of the division of profits and amount of capital 
of the several members? 
(b) Describe several other important provisions which you 
would expect to find in such a document. 

FEDERAL INCOME, WAR PROFITS AND EXCESS 
PROFITS TAXES 

Answer both the following two questions: 

12. You own two houses, in one of which you live. The other 

is leased to a tenant at a fixed monthly rental. You 
paid during 1918 real estate taxes to the state, county, 
city or township on both properties. You also paid for 
the repairs on both. 

(a) Does the present federal income tax law make any 

distinction between the two properties as to these 
two classes of expenses? 

(b) If so, explain the reason, if any, for the distinction. 

13. A corporation owns and operates a rolling mill. In its 

expense accounts for 1918 are the following items of 
disbursement: 

$1,000.00 to Red Cross for services of nurse and for medi- 
cines at the mill's emergency hospital; 
500.00 to the war chest (a local community fund); 
100.00 annual dues in National Mill Owners' Associa- 
tion; 

405 



Digitized by CjOOQIC 



The Journal of Accountancy 

500.00 to a local hospital for beds provided solely for 
the use of employees of the corporation; 

250.00 to the Society for the Prevention of Cruelty to 
Children. 

Specify which, if any, of these items the corporation may 
deduct from its gross income in determining its taxable 
income. 



Examination in Accounting, Theory and Practice 

Part I 

MAY 16, 1919, 9 A. M. TO I P. M. 

Answer all the following questions: 

, A has agreed to sell to B the goodwill of the X. Y. Co. on 
the basis of three years' profits of the business to be 
determined by you on sound principles of accounting 
as accurately as possible from the following statement 
handed you by A. You are required to compute the 
value of the goodwill, but are not expected to take into 
account any considerations outside those presented by 
the statements. 

1st 2nd 3rd 

Credits Year Year Year 

Sales (selling prices sub- 
stantially uniform during 

period) $638,400 $602,500 $564,000 

Estimated value of con- 
struction work performed 

and charged to property 110,000 77,600 154,000 
Appreciation of real estate 
upon revaluation by ex- 
perts 80,000 

Profit on sale of Bethle- 
hem Steel Co. stock 85,000 

Inventory at end of period: 
Production material at 

cost 72,000 103,100 106,600 

Finished goods at selling 
prices 76,500 114,000 150,000 

$896,900 $977,200 $1,059,600 
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1st 


2nd 


3rd 


Debits 


Year 


Year 


Year 


Production materials pur- 








chased 


$233,000 


$252,400 


$220,300 


Production labor 


50,850 


61,400 


60,900 


Production expense (in- 








cluding - depreciation) . . 


66,750 


69,300 


70,300 


Selling expenses 


52,500 


55,650 


62,800 


Interest 


96,000 


94,000 


98,500 


Cost of construction work 


74,600 


49,000 


86,000 


Inventory at beginning of 








period: 








Production material at 








cost 


51,400 


72,000 


103,100 


Finished goods at selling 








prices 


54,900 


76,500 


114,000 



$680,000 $730,250 $815,900 



Balance, being profit 
claimed by A $216,900 $246,950 $243,700 

2. Does the basis of three years' profits for arriving at the 

goodwill outlined in the previous question appear to you 
to be reasonable upon the facts disclosed to you? If 
not, what advice would you offer upon the question if 
A or B were your client? 

3. From the following balance-sheet and data 

(a) Prepare corrected balance-sheet in appropriate form 

for the information of stockholders and auditors' 
certificate thereto. 

(b) Show statement of adjustments to profits and surplus. 

PASSAIC FALLS WOOLEN MANUFACTURING CO. 

BALANCE-SHEET— JUNE 30, 1918 
Assets 

Land $10,000.00 

Buildings (brick) 100,000.00 

Machinery 150,000.00 

Steam power plant 25,000.00 

Treasury stock common, 250 shares costing 20,000.00 

Accounts receivable 50,000.00 

Inventories June 30, 1918 75,000.00 

Cash 20,000.00 



$450,000.00 
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Liabilities 

Capital stock— common, par $100.00 $125,000.00 

Capital stock— preferred 7% cumulative, par $100.00. . 100,000.00 

Accounts payable 130,000.00 

Undistributed earnings, June 30, 1917 60,000.00 

Profits year ended June 30, 1918 35,000.00 



$450,000.00 



Adjust the above figures in regard to the following: 

(1) Land is appraised at $15,000.00 and is to be adjusted to 

that value. 

(2) Give effect in the statements to depreciation of the wast- 

ing fixed assets for the year ended June 30, 1918, at 
rates considered fair. 

(3) Dividends on the preferred stock have not been paid for 

years ended June 30, 1917, and June 30, 1918. 

(4) Inventories are valued $5,000.00 below cost. 

4. It frequently happens that a corporation contracts to pur- 

chase property at an agreed price, which on the face of 
the contract is declared to be its value, and that by 
another clause in the contract, or by another contract, 
the Vendors agree to provide, in addition to the property, 
a certain sum for working capital or even for free 
surplus. 

It is sometimes maintained that this free sum so provided 
is a profit or surplus of the new corporation available 
for payment of dividends if the directors so determine. 

Write a brief expression of your opinion as to the proper 
treatment of the sum turned back. 

5. In examining the affairs of a manufacturing concern you 

find, among the assets, finished goods inventory of 
$175,798.00 and ascertain that included in the above total 
is the sum of $50,000.00 covering goods deposited as 
collateral to secure notes which are included in the notes 
payable account. How would you treat this in a state- 
ment prepared for credit purposes? Explain why. 
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Examination in Accounting, Theory and Practice 
Part II 

MAY 16. 1919. 2 P. M. TO 6 P. M. 

Answer questions I and 2 and any five of questions 3 to 13 
inclusive: 

1. The following trial balance of the B. C. Cotton Company 
is taken from the books after inventories and deferred 
charges have been posted. The accounts are ready to 
close for the period. The consigned goods account has 
been inactive for six months and will continue so for 
the present. Prepare statement to show for the quarter 
ended March 30, 1918, total manufacturing expenses, 
cost of goods made, cost of goods sold and net profit, and 
submit a balance-sheet as of March 30. 1918. 

TRIAL BALANCE 

DR. CR. 

Cloth 268,337.28 

Labor 33,862.99 

Light 132.72 

Royalties 50.00 

Oils 38.62 

Finishing 7,455.55 

Cash 119,126.06 

Liberty bonds 1,000.00 

Supplies 1,276.06 

Starch 800.00 

Fuel 1,455.99 

Water 202.24 

Freight inward 1,353.99 

Accounts receivable 63,492.58 

Accounts payable 313.45 

Notes payable 225,000.00 

Building and machinery 341,378.14 .... 

Tenements 1,610.99 

Insurance 350.00 

Taxes 567.71 

General expense 542.88 

Rents receivable 378.87 

Commissions 7,121.42 

Interest paid 2,539.90 

Discount taken 4,016.26 

Purchases, material 162,403.68 

Surplus 168,866.14 
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Discount allowed 899.50 

Capital stock 362,500.00 

Waste sales 1,401.39 

Inventory, Finished goods 3/30 114,069.57 

Process 3/30.... 31,464.02 

Materials 3/30.... 113,860.99 

Fuel 3/30.... 1,250.00 

Starch 3/30.... 800.00 

Supplies 3/30.... 1,300.00 

Prepaid taxes 3/30.... 208.96 

Unexpired insurance 3/30.... 660.41 

Prepaid interest 3/30.... 5,100.00 

Consigned goods 3/30.... 14,438.42 

$1,030,813.39 $1,030,813 J9 

Inventories of finished goods have been credited to cloth 
account and inventories of goods in process and materials 
to purchase account. 

INVENTORIES JANUARY 1, 1918 
Finished goods, January 1, 1918.. 132,833.85 
Goods in process, January 1, 1918.. 22,258.01 
Materials, January 1, 1918 143,566.55 

From the following statement of facts set up the trial 
balance of the Broad Exchange bank, December 31, 
1918, after closing, and prepare therefrom a condensed 
statement of condition as of the same date: 
Due from banks, $74,975; time certificates of deposit, 
$10,000; cashier's cheques, $496,349.75; rediscounts, 
$400,000; customers' loans, $500,000; bills purchased, 
$550,000; exchanges for clearing house, $320,000; due 
to banks, $834,000; certified cheques, $12,500; cash, 
$956,750; demand certificates of deposit, $2,500; transit 
department, $100,000; on deposit with Federal Reserve 
Bank, New York, $48,500; demand loans, $125,000; 
time loans, $80,000; bonds and mortgages owned, 
$100,000; coupon deposits, $3,750; on deposit with 
National City Bank, $53,062.50; depositors, $765,910; 
banking house, $200,000; furniture and fixtures, $25,000; 
capital stock issued and outstanding, $500,000; securities 
owned, $96,812.50; surplus, $201,090.25 ; accrued interest 
receivable, $1,075; interest purchased, $125; unearned 
discount, $5,200. 
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3. Define: 



(a) Treasury stock. 

(b) Nominal accounts. 

(c) Accrued interest. 

(d) Controlling account. 

(e) Deferred charges. 

4. What should be the controlling factor in determining whether 

or not certain items may properly be capitalized? 

5. (a) How should a trading company, acting also as agent 

for an individual trader, show on its balance-sheet 
the unsold consigned goods of the principal? 

(b) How should the principal show the goods on his own 
balance-sheet? 

6. Name the elements essential to the proper calculation of a 

depreciation charge. 

7. How would you prove in quantities the inventory of materials 

at beginning of year if you had superintended an actual 
inventory at end of year? 

8. Give journal entry to express the declaration of a dividend. 

9. How would you treat unclaimed dividends? 

10. Can you mention any distinction between dividends declared 

out of income and dividends declared out of profits rea- 
lized from the increment of invested values? 

11. Define: 

(a) Contingent liability. 

(b) Actual liability. 

ACTUARIAL QUESTIONS (OPTIONAL) 

12. A bond, bearing interest at 5%, per annum payable annually, 

and repayable in five years, with bonus of 10%, is for 
sale. What price can a purchaser pay who desires to 
realize 6%, on his investment? (V* @ 6% = .7473.) 

13. A lease has five years to run at $1,000.00 a year payable at 

the end of each year, with an extension for a further 
five years at $1,200.00 a year. On a 6% basis what 
sum should be paid now in lieu of the ten years' rent? 
(V B @6% = .7473.) 

411 



Digitized by CjOOQIC 



Growth of the Profession* 

By Waldron H. Rand 

I have been asked to speak upon the "Education of the account- 
ant" or the "Growth of the profession." 

These subjects seem so interwoven and dependent one upon 
the other, that what shall be said may apply to either or both. 
What I know about them is not the result of class-room work, 
but has been gathered from years of service on boards of exam- 
iners, years of correspondence and conversation with candidates 
for G P. A. registration and with young men who wanted to 
become students of accountancy and some thoughtful considera- 
tion of the subject from close touch with those practising the pro- 
fession of public accounting. 

Of colleges and departments of universities for the instruction 
of students in classes I have a list of about 70. The entrance 
requirements for these institutions vary from those which give 
elementary instructions to those which require the possession of a 
preliminary degree of A. B. or its equivalent. Few of this class 
of institutions conduct correspondence courses. (In the last report 
of the American Institute of Accountants' committee on educa- 
tion there were three out of a total of 23 reporting.) Most of the 
instruction by correspondence is in the hands of private concerns. 
Some of these latter schools have grown very large, possess facul- 
ties of greater or less national prominence as professional account- 
ants, and the courses arid methods of some of them receive ap- 
proved recognition. 

Instructors in several of these schools of accountancy have 
organized the American Association of University Instructors in 
Accounting. This association has a membership of 122 and em- 
braces representatives of 64 institutions, besides several members 
at large, not representing any particular institute. There are said 
to be only 14 C. P. A.'s included in this membership. It has just 
held its third annual meeting in convention at Richmond, Virginia. 
One of the very desirable results which it is hoped will be attained 
through the efforts of this organization is the standardization of 
courses of instruction. 



•An address before the New York State Society of Certified Public Accountants, 
April 14, 1919. 
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There are thousands of students in attendance at accounting 
schools, yet few of the graduates achieve the distinction of 
registration as certified public accountants. Out of 23 schools 
mentioned in the last report of the committee on education, 19 
give a training preparatory to C. P. A. examination ; one does not ; 
and three not primarily. Only three of the number conduct cor- 
respondence courses ; one in farm accounting only, and 19 not at 
all. From the whole 23 mentioned only 190 graduates have passed 
the C. P. A. examination, and of this number 140 are graduates of 
a New York university. 

About 750 candidates have been examined in the last 10 years 
in Massachusetts, and of this number 201 candidates have passed, 
41 of whom passed at the last examination. 

Why is this so? Why do so few pass? Let us see — we have 
the instructor; we have his courses and methods of instruction; 
we have the student, and we have the C. P. A. examination. Where 
lies the fault which is responsible for so few becoming certified 
public accountants? 

I would suggest three reasons for this : 

1st. Too few teachers have been properly and thoroughly pre- 
pared to teach. 

2nd. The student has not been made to understand what he 
has been taught. 

3rd. The student has not been made to apply, practically, 
what he has learned theoretically. 

We must bear in mind, concerning the first reason given, that 
the examinations present little difficulty until the candidate comes 
to practical accounting — to the solving of problems. Compara- 
tively little trouble is found in law or theory or even in auditing. 

Now these problems, themselves, have been suggested by the 
examiners largely out of their own experience. They are original, 
novel to the candidate and to almost everybody, but every care is 
taken to prevent ambiguity and uncertainty of statement. In fact, 
in the marking of papers, when the candidate explains his under- 
standing of the problem and does good work on it as a basis, 
whether right or wrong, he will get a credit. 

The examiners are practising accountants. The instructors are 
not. Of the 23 colleges already mentioned, nine have no C. P. A.'s 
in their faculties. One can scarcely expect a student, or worse 
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still, a class of students, to be prepared by a teacher to pass an 
examination, which the teacher himself has not passed — perhaps 
could not pass. 

We are glad to be able to state, however, that there has been 
recently a decided change for the better. There is a strongly grow- 
ing disposition to improve and standardize the courses of instruc- 
tion, and the instructors' work as exemplified in the national asso- 
ciation seems very encouraging. There has been also a growing 
disposition among instructors in accounting subjects themselves 
to pass the C. P. A. examination. Were it possible to secure in 
schools more of the services of practising accountants as teachers 
it would induce a more practical application of what is taught and 
a better understanding by the student 

The second reason is that the student has not been made to 
understand what he has been taught. When he sees the same 
child in a new dress, he does not recognize it at all. The boy who 
had learned that 5 and 5 made 10, did not recognize the fact that 
6 and 4 also made 10. There is knowledge without understanding. 
The student often studies accounting as some do a language. He 
neglects the grammar of it. 

President Daniel R. Hodgdon of the College of Technology of 
Newark, New Jersey, in an address, delivered recently in Chicago, 
on living and dead science in the schools, said : 

"Teachers are too likely to use a strictly scientific language, 
which is too scientific and too indefinite for the boy or girl to un- 
derstand. In a test recently I found a lack of ability to tell exactly 
what was meant when students tried to express themselves in some 
scientific terms. Three questions were asked : What is a mole- 
cule? What does it look like? Have you seen one? The mem- 
bers of the class were all graduates of a high school and were 
entering a normal school with physics and chemistry as a pre- 
requisite. A number explained a molecule as a small round thing 
in things. One young lady insisted that she had seen one. Sev- 
eral said that their teachers had seen them. 

"What we need," continued President Hodgdon, "is the vitali- 
zation of science 'as she is taught/ The boy who knows all about 
inertia in his text-book, would never think of it as responsible for 
his fall when he stubs his toe." 

414 



Digitized by CjOOQIC 



Growth of the Profession 

The third reason might be made to include the second. The 
student does not practically apply what he has learned theoreti- 
cally. One must understand the theory and apply it in practice 
to be recognized as an accountant. Theory is abstract knowledge. 
It subsists in the mind only, but is based oil principles verifiable 
by experiment or observation. 

I regard theory and practice both as important, but theory 
should go far enough to teach the reason why. The practical 
application of what the student has learned is absolutely neces- 
sary. 

Seymour Walton wrote a paper upon Practical Application 
of Theoretical Knowledge which was read at the annual meeting 
of the American Institute of Accountants in Washington, D. G, 
September, 1917, and in it he said, "The accountant should culti- 
vate the habit of investigation. He is fortunate indeed if he is 
born with this desire, if his mind is constantly on the alert, un- 
willing to let anything pass that is not understood; but if this 
habit is not innate, it can easily be cultivated, until it becomes 
second nature." 

Mr. Walton is right, and, judging from his work, I think 
students would be made to understand if he had his way. Roose- 
velt said that no man ever really learned from books how to 
manage a governmental system. 

So far as the technical examination is concerned, whatever 
may have been a just criticism of these examinations in the past, 
in various states, there has been brought about a great change 
through the national board of examiners. The board of exam- 
iners of the American Institute of Accountants is making uniform 
a standard examination, which is required by itself of all candi- 
dates for membership in the institute, and this has already been 
adopted by twenty states in lieu of their former state examination. 
We regard this change as a decided improvement over what was 
the condition in many states. And there is a doubly attractive 
feature for the candidate because he receives credit by the 
American Institute of Accountants as well as by his own state 
board for good work done. 

The public accountant of today must be a student of business 
and economic laws, possessed of a talent for organization and 
system and the determination of costs. He must be skilled in 
deep delving after facts, frequently through a maze of records, 
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in order to obtain a detailed statement of operations and the 
resultant balance-sheet. And in the performance of these duties 
and the pursuit of these objects, he must be tactful and thor- 
oughly sincere and perfectly honest. 

What kind of impression would the public accountant make 
upon the business man, his client, were he unable to talk intelli- 
gently of the state and federal taxes or to advise concerning the 
organization of an office force, a system of accounting or what 
must be included in determining costs? 

Of what earthly use are his efforts as an auditor unless his 
skill enables him to secure the facts of the real transactions of a 
business instead of depending upon transactions "as shown by 
the books?" 

In all his contact with men, in the performance of these duties 
and the pursuit of these objects, he would be worse than useless 
if not sincere and honest; and he would increase his troubles 
a hundredfold if not tactful. 

We are occupying a closer confidential relation with our 
clients, and with a greater number of them, than ever before. 
In the effort to comply intelligently with the requirements of the 
tax regulations our advice is considered second to none. The 
accountants' courageous attempts to present honestly the results 
of business and the present worth of enterprise is recognized by 
government and the business public. Probably we say No! to 
our clients as often as does the doctor to his patients. Our advice 
is sought and our conclusions are accepted. 

The merchant finds he can shift his responsibilities upon his 
auditor. The taxpayer finds it desirable to employ the account- 
ant to construct his returns. The bank finds it can have faith 
in a certified balance-sheet. The investing public learns to look 
for the public accountant's certificate of accuracy and truth- 
telling. 

Recently a certified public accountant of Massachusetts was 
excused from service upon a jury for the reason, as stated by 
the court, that his occupation was in the nature of a public 
necessity. 

We are a patriotic body. When the history of the world war 
is rightly written there will be found sincere recognition bestowed 
upon members of our profession who have been called to high 
and responsible service in the departments of government, who 
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have been depended upon for valuable assistance and iji many 
cases for guidance in the confused conditions almost everywhere 
existing, brought about by the unprecedented magnitude and 
intricacies of the enterprise. You well know that members of 
our institute have been called to fill many high positions in the 
government. I have a list of 127 members of the American 
Institute of Accountants called to serve our government in 
responsible positions. 

I want to speak to you about our membership in the American 
Institute of Accountants. 

Many of you are co-members with me — I wish you all were — 
and I trust and expect you all will be sometime. 

There was a time when the New York State Society of Certi- 
fied Public Accountants and other reputable C. P. A. state soci- 
ties were constituent members of the national body, the Amer- 
ican Association of Public Accountants. 

In those days we used to elect delegates, one to every ten 
members, to represent our state societies in convention. These 
delegates carried the proxies of our total membership in their 
pockets, and according to the size of their state societies were 
they influential in convention. Some members played politics in 
those days and rare and intensely interesting were some of the 
occasions, well remembered. 

We have outgrown this old order of things. No longer are 
our state societies constituent members of a central organization. 
So far as my observation goes, the fun and hazard of scheming 
for votes sufficient to carry or to defeat proposed action is a 
thing of the past. 

We have now an institute consisting of individual members 
and associates. We took over as charter members individually 
everyone in good standing in the old association. No new member 
can be elected without having passed a technical examination 
before our own board of examiners — not an appointive but an 
elective board — and without five years' practical experience 
immediately preceding the date of his application. 

Each member is entitled to represent by proxy only five 
others, all of whom must be residents of his own state, and there 
is no power of substitution. 

Moreover it is provided now that in lieu of a special meeting 
of the council any question may be submitted for vote by cor- 
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respondence, and in lieu of a special meeting of the institute the 
president may be directed to submit to the entire membership any 
question for a vote by correspondence. 

We have grown into an individual membership with individual 
and personal responsibilities, and it has been suggested that even 
the five proxies are perhaps five too many. 

Is this change resulting well? I believe it is. 

Was it a sense of personal responsibility that induced some 
of our leading men to start by most generous amounts our 
endowment fund? I believe it was. It was a feeling of per- 
sonal responsibility coupled with love for our profession and a 
belief in the wisdom of this course of manifestation that brought 
from a host of our members subscriptions to this fund of more 
than $150,000 — now invested mostly in government securities 
and guaranteeing the longevity, the perpetuity of the institute and 
the splendid work thus inaugurated. 

Primarily this endowment fund was to establish and main- 
tain a statistical library for use of our members, and for a while 
the real significance of this great thought did not sink very deeply 
into the minds of our members, especially those located at a 
distance from the library headquarters. Even in Boston was 
heard the criticism that such an enterprise was a good thing 
doubtless for New York, New Jersey and Philadelphia, but how 
could it benefit Boston? 

Well, only recently I thanked a Boston accountant for making 
a second donation to the fund and he responded that in his case 
it had turned out a good investment, "for," said he, "I wrote the 
librarian and secured some information by return mail that I 
could not obtain in Boston for $200." 

So numerous recently have been the demands by members 
upon our statistical library, we have been obliged to employ an 
assistant librarian. 

Another very important agency of the institute is The 
Journal of Accountancy. You each get your monthly copy. 
You pay for it in your dues, so you must get it. The Journal 
is the mouthpiece of our profession. The committee in charge 
has done and is continuing to do good work in its management 
It is well edited. It is a profitable enterprise. It should be made 
more so— more subscriptions — more advertising. Professor 
Rittenhouse, head of the department of accounting of Boston 
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university, college of business administration, told me the other 
day that 125 of his undergraduates were subscribers to the 
Journal. One of my first recommendations to the student in 
accounting is to subscribe to the Journal. 

We have in the institute a dozen or more standing committees 
and special committees. The organization is published in the 
Journal. Generally the work of such committees depends upon 
references from the council or its executive committee, but I 
feel sure the various chairmen are so interested in the duties of 
their offices that they will welcome correspondence with indi- 
vidual members. This is your institute and we all look to the 
individual member to make good by participation in such of 
these lines of activity as most appeal to him. 

I could enlarge upon the thought of the personal responsi- 
bility of each of us to be in the work of our institute as well as of 
it. I could dwell upon any particular activity and tell you how. 
But it would be largely reiteration and unnecessary in this case, 
although important in some cases. 

If the thought of personal responsibility as related to your 
individual membership in the institute penetrates to your inner 
conscience, I feel that there will be taken a great onward step 
in the right progress of our beloved profession by the creation 
of increased activities in every department of the institute's work. 

Our members are scattered among all the states, and we would 
welcome additions of experienced practitioners to this member- 
ship in every case where character and ability are possessed. It 
is not the practice or intention of our board of examiners to dis- 
courage by too severe examination men of this sort. 

You should be like watchers in towers all over the country 
to observe things and report to your central office in New York. 

Your effort is to maintain in the state societies a local appre- 
ciation and observance of all that you have adopted as good in 
the institute, and I think it is highly important and distinctly 
desirable that these state societies should possess a closer and 
more intimate relationship with our national institute. 
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Operations of the Grain Corporation* 

By Alexander Scott Banks 

With the entrance of the United States into the world war, 
proper regulation, apportionment, distribution and rapid move- 
ment of basic food products became a vital necessity. At the 
same time a plan had to be evolved by which prices could be held 
at a reasonable level. 

A central control system was accordingly created by the presi- 
dent's proclamation of August 14, 1917, and embodied in the 
form of a board, under the direct supervision of Herbert C. 
Hoover and the United States food administration, known as the 
"Grain corporation." The capitalization of this corporation was 
fifty million dollars, consisting of five hundred thousand shares 
of stock with a par value of one hundred dollars, all belonging 
to the United States government, except directors' qualifying 
shares, which were sold to the directors but only held by them in 
trust for the use and benefit of the United States. 

The Grain corporation, organized on the lines of some of our 
large industrial corporations, was given absolute control by the 
government over the purchase and sale of all wheat and flour 
produced in the United States. Subsequently, the government 
designated this corporation as its sole agent for the purchase 
and sale of rye, beans, barley, rice, cereal products, peas, corn, 
butter oil and rolled oats ; and having thereby become the largest 
buyer of these products likewise, the Grain corporation, in addi- 
tion, actually controlled the entire market in practically all these 
commodities. In fact this corporation virtually became a great 
monopoly, controlling all supplies at the large terminal points 
and distributing them to the mills and wholesalers throughout the 
country. 

In addition, the corporation resold for export such quantities 
of these products as the United States could afford to part with, 
after making due allowance for the needs of this country — the 
allied governments having agreed to purchase all available quan- 
tities at cost to the Grain corporation — therefore the Grain cor- 
poration was secured against any loss whatever. 

*A lecture delivered before the students of New York University school of com- 
merce, accounts and finance. 
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The operating organization of the Grain corporation consisted 
of the most prominent and expert grain men in the United States, 
who, when called upon, gave their services without compensation, 
and in addition very patriotically severed their existing connec- 
tions with all grain interests. This organization was composed 
of a board of directors and executive officers, such as president, 
vice-president, secretary and treasurer, and for the purpose of 
proper administration, the entire territory of the United States 
was divided into fourteen zones, which covered the important 
terminal commercial markets. These zones were located at New 
York; St. Louis, Missouri; Portland, Oregon; New Orleans, 
Louisiana; Philadelphia, Pennsylvania; Duluth, Minnesota; 
Minneapolis, Minnesota; Baltimore, Maryland; Chicago, Illinois; 
Buffalo, New York; San Francisco, California; Kansas City, 
Kansas ; Omaha, Nebraska, and Galveston, Texas, under the juris- 
diction of the president of the corporation in the New York terri- 
tory and second vice-presidents in the other zone localities. These 
officers acted as government buyers of the various products at 
the several points, and administered the affairs of the Grain cor- 
poration in their entire zones, carrying on transactions with 
growers, dealers and wholesalers and selling wheat to millers for 
domestic consumption and other products through usual chan- 
nels. This work was done in co-operation with the federal food 
administrators that had been appointed for each state and each 
county in each state, who looked after the enforcement of the 
legal phases of the food administration. 

In the case of grains, a proclamation issued by the government 
made it necessary for all operating plants, country elevators, 
terminal elevators and mills of all kinds exceeding seventy-five 
barrels capacity daily to obtain a license and to be governed by 
regulations set forth by the government food administration, in 
order that all might perform their duties in an equitable manner 
and also avoid unfair practices. Detailed reports of supplies on 
hand, additions, shipments, etc., were required to be made regu- 
larly to the Grain corporation, so that each zone's supplies were 
constantly familiar to headquarters, which made it possible quickly 
to bring about necessary adjustments. Grain supplies in storage 
were limited to no more than thirty days' milling consumption, 
excepting by special arrangement with the Grain corporation, and 
mills were not permitted to sell flour for longer deferred ship- 
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ments than thirty days, thus eliminating all chance of speculation 
(grain exchanges having been ordered by the government to 
suspend all dealings and quotations on futures) and preventing 
possible hoarding. 

A milling division of the food administration, organized to 
co-operate with the Grain corporation and headed by noted millers 
from various sections, regulated the milling trade by obtaining 
a standard agreement from all millers to operate on one basis, 
which bound them to buy and sell only at the direction of the grain 
corporation, and in doing so to maintain the fair price basis fixed 
by the Grain corporation price commission (detailed price sched- 
ules having been adopted by said commission after careful con- 
sideration of the conditions entering into production in each 
locality), even to the extent of discontinuing milling operations if 
it were not possible to secure their milling supply on the agreed- 
upon basis. 

When disputes arose as to price basis fixed by Grain corpora- 
tion representatives, grading, etc., in certain transactions in differ- 
ent sections, the machinery of a standing advisory board, which 
had been created to adjudge such disputes, was invoked and ulti- 
mately all matters were settled satisfactorily. 

The Grain corporation did everything possible to obtain neces- 
sary supplies for the millers, who agreed to operate on the profit 
basis fixed by the food administration (plus actual cost of pro- 
duction, which was reported in itemized statements), namely 25 
cents per barrel profit. The licensee further agreed that an author- 
ized representative of the food administration was at full liberty 
to inspect any and all property stored or held in possession or 
under control of licensee and all his records, no information so 
obtained, however, to be divulged to other sources than the United 
States food administration. Shippers and dealers, when ordered 
to ship, would do so to one of the Grain corporation buying zones, 
and would be remitted to by the Grain corporation when material 
was unloaded and checked by government inspectors (licensed by 
the secretary of agriculture), on the basis of weights, quality, etc., 
at government price basis. 

Dealers, furthermore, in carrying out the orders of the Grain 
corporation, were insured against loss by reason of decline in 
prices, as the form of contract entered into with the Grain cor- 
poration was so drawn that it offered ample protection against a 
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decline in value of material stored at instance of the Grain cor- 
poration, in case the buying level of the Grain corporation at any 
of the standard zone terminal markets was lowered, thereby also 
protecting any financial or banking loans made on the material. 

Beyond first supplying the calls of the Grain corporation, 
dealers were not restricted as to buyers or markets, but could 
not hold their prices in excess of cost of materials and actual 
expenses, plus the reasonable margin of profit stipulated by the 
food administration. 

While there was no restricted or specific "fair price basis" 
placed on the other products handled by the Grain corporation, 
outside of wheat and flour, in view of the fact that the corpora- 
tion was at all times the largest buyer of these products from the 
growers in all sections of the country, it naturally was in a posi- 
tion definitely to regulate fair prevailing prices at which these 
commodities could be dealt in, and practically did so throughout 
the entire country at all times. 

The cardinal object of the Grain corporation was so skillfully 
to manoeuvre the allotment and distribution of the constantly 
changing supplies of available products throughout the country 
that there would always be on hand a sufficient supply in each 
locality according to its requirements. This made necessary the 
continuous adjustment of stocks by diverting supplies from one 
section to another, according to urgency of calls therefor. Having 
complete control over the situation and being informed as to quan- 
tities on hand in each zone at all times, as well as average require- 
ments, the Grain corporation was in a position to order special 
calls from certain sections promptly filled from other sections, 
as well as quick replenishment of low stocks in different zones, 
even though such zones were distant from zones that had supplies 
on hand. These operations, in normal times, would have been 
impracticable, owing to large expense of transfer involved. In this 
way serious shortages were avoided, and there was a compara- 
tively even distribution of all commodities produced. 

Conferences were called at intervals by the president of the 
Grain corporation of the representatives of the grain trade in the 
United States, at which times there were important discussions 
and exchanges of views on the various phases of the grain situa- 
tion, and methods were adopted to meet certain problems that had 
arisen from time to time. 
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The Grain corporation was in reality used by the food admin- 
istration as a concrete method of purchase and sales accounting, 
being a properly constituted and independent auditing committee 
which had been set up to check the details of transactions at every 
point, through reports and statements which were constantly being 
rendered to it from each zone, covering every individual transac- 
tion. The corporation was self-sustaining in that its operating 
expenses were covered by an administration fee of one per cent, 
which it charged buyers on the gross amount of each transaction, 
for its service. This fee covered the corporation's office expenses 
and included cost of storage and handling. 

Each Grain corporation zone or agency was conducted as a 
separate unit, having been provided with a working cash fund 
from the central office at New York, to which office it reported 
its total transactions by telegraph daily and furnished detailed 
figures covering all its accounts, together with complete monthly 
statements of its earnings, which enabled the New York office 
constantly to have available what amounted to an exact duplicate 
set of books showing the accounts of all its agencies, which were 
periodically verified by traveling representatives of the Grain 
corporation's auditors. The working fund of the zones (which in 
a sense was their capital) was not a fixed sum, but was adjusted 
from time to time as the needs of the agency required. The agen- 
cies were required monthly to remit their earnings to the general 
office and in turn they were reimbursed by the general office for 
their expenses. 

The method employed in financing the operations of the Grain 
corporation consisted of the use of trade acceptances to a con- 
siderable extent. Some two hundred and thirty millions of dollars 
were borrowed on trade acceptances and notes during the year 
1918. The collateral upon which the acceptances were issued 
represented elevator receipts covering wheat owned by the various 
agencies. As the New York office required collateral for accept- 
ances issued, it would instruct the agencies to deposit in their 
local banks collateral for the number of bushels required. The 
local banks would then hold this collateral "in trust" for the New 
York bank which acted as trustee for the collateral upon which 
the acceptances were issued and the acceptances were endorsed to 
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this effect. The agencies were permitted to make substitutions of 
this "in trust" collateral so that they could move any particular lot 
desired. 

In this manner the Grain corporation's central office was in 
a position to put in circulation some fifty million dollars' worth 
of acceptances each month, all maturing in three months (some 
of which covered renewals that were issued from time to time). 
Numerous banks throughout the country were the holders of such 
acceptances at various times. 

The fixed capital of the Grain corporation was increased by 
the food administration from fifty million dollars to one hundred 
and fifty million dollars during the fall of 1918, and in addition 
a loan was obtained from our allies of two hundred million dollars, 
the business of the Grain corporation having grown to such large 
proportions. 

The stupendous magnitude of the operations of the Grain cor- 
poration can best be illustrated by figures covering its purchases 
and sales of various products during 1918, which included total 
purchases of wheat amounting to $1,086,000,000, flour $437,400,- 
000, rye $40,000,000, beans $25,000,000, barley $15,000,000, 
rice $15,000,000, cereal products $18,000,000, peas $2,200,000, 
corn $1,200,000, butter oil $1,200,000, rolled oats $200,000; and 
total sales of wheat amounting to $818,000,000, flour $398,000,000, 
rye $18,000,000, beans $18,000,000, barley $8,000,000, rice 
$11,000,000, cereal products $15,000,000, peas $1,700,000, corn 
$800,000, butter oil $1,200,000, rolled oats $200,000; and in addi- 
tion miscellaneous commodities were purchased for the committee 
for relief in Belgium and European relief amounting to 
$60,000,000. 

It might be noted here that its exceptionally well organized 
system and the control exercised by the Grain corporation were 
of untold benefit to the allies in alleviating the condition of the 
distressed populace of Belgium by the rapid movement of com- 
modities. Shipments were made on all vessels that could possibly 
be requisitioned. At the same time the scant supplies of all other 
allied countries were replenished. 

The total sales of the Grain corporation for 1918 amounted to 
$1,330,000,000, and the disbursements were $1,800,000,000, with 
a large inventory remaining on hand. These huge sums involved in 
the operation of the Grain corporation are greater than even the 
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business done by some of our largest industrial corporations, the 
total yearly business last reported by the United States Steel cor- 
poration being $1,205,000,000, and that of Swift & Co., for 1918, 
$1,200,000,000. 

The vast operations of the Grain corporation which have been 
enumerated were accomplished with the comparatively insignifi- 
cant permanent investment, including fixtures and equipment, of 
about $165,000, as contrasted with the enormous investment of 
other American industrial corporations in machinery and equip- 
ment, amounting in some cases to hundreds of millions of dollars 
and necessitating the labor of hundreds of thousands of employees. 
The total number of employees in the central office of the Grain 
corporation at New York approximates 500, and its total running 
expenses, including zone agencies, amounted in 1918 to some 
$1,800,000, while handling and storage of commodities totaled 
$2,750,000, the government not carrying any insurance on its 
property. 

Considering that an exceedingly well regulated method of 
proper collection and distribution of food products was established 
by the Grain corporation, and the tremendous volume to which its 
operations rose in such brief space of time from its inception, great 
tribute is due the men who labored to bring about this result and 
were instrumental in rendering such valuable service in feeding 
the populace of this country and its allies. 
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Power and Service Costs 

By Frederic William Kilduff 

Although the problems that deal with the mechanical and 
operating efficiency of the generation, transmission and appli- 
cation of power and services lie within the province of the en- 
gineer, the financial efficiency is for the accountant to decide. By 
financial efficiency is meant the ascertainment of the costs of the 
various elements in the power classification and the comparison 
of them with some ideal standard. 

Since the word power has by usage come to be considered 
electrical power, when used in reference to costs, this definition 
will be applied to the following discussion, and all other power, 
whether expended on prime movers or not, will fall within the 
classification of services. Theoretically, this is not correct, for 
services are usually conveniences instituted for the benefit of 
the employees. But practically this arrangement is satisfactory 
and has the approval of engineers and accountants who have 
given the subject enough study. To classify high pressure steam 
and drinking water under the same head seems hardly logical, for 
one is indeed power used for production, while the other has 
nothing to do with transmitting its energy to a machine or engine 
but is merely a convenience for the worker. Nevertheless, it 
has been found more advantageous to use the following classifi- 
cation of power and services as shown below with the units by 
which their costs are measured. 

Power Name Unit 

1. Power K. W. H. (kilowatt hours) 

Services 

1. High pressure steam 1,000 lbs. 

2. Low pressure (process) steam 1,000 lbs. 

3. Lavatory hot water 1,000 gals. 

4. Cold water 1,000 gals. 

5. Drinking water 1,000 gals. 

6. Compressed air 1,000 cubic feet 

7. Heat. 1,000,000 B. T. U. 
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In this classification there are two units that will probably 
cause trouble in understanding to the accountant with little or no 
mechanical experience. These units are kilowatt hours and B. T. U. 
(British thermal unit). Perhaps it will clear up matters a little 
if the accountant will realize that as gallons and pounds are the 
names of units by which various substances are measured, so 
kilowatt hour is the name of a unit by which electrical power is 
measured, and British thermal unit is the name given to a unit 
by which heat is measured. Their electrical or thermal equiva- 
lents may easily be found in any number of books on engineer- 
ing or physics. 

Power and service costs are separated for accounting and 
engineering reasons, into three divisions : 

a. Generation cost. 

b. Transmission cost — from powerhouse to outside walls 

of manufacturing buildings. 
c Transmission cost — within manufacturing buildings. 
In a manufacturing plant with its power house detached from 
the manufacturing buildings, the following definitions of the above 
divisions will hold true invariably, while if the power house is 
not so detached, conditions will slightly change. Our discussion 
assumes the first condition. 

Generation cost 
Generation cost is that cost incurred in changing one form of 
energy into another. It constitutes all the costs within the power 
housq — the supplies, the coal, the labor, the overhead consumed 
in this conversion. In the case of power this generation cost is 
carried up to the busbars, while in case of services, the cost of 
generation is carried up to the meters just before the different 
elements leave the power house. 

Transmission cost (from powerhouse to outside walls of manu- 
facturing buildings) 
This cost considers only the cost of transmitting the various 
forms of energy (power and services) from the power house to 
the outside walls of the manufacturing buildings. The cost is 
chiefly a maintenance charge, and has most to do with the re- 
pairing and upkeep of the transmission lines, either wiring or 
piping. 
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Transmission cost (inside the manufacturing buildings) 

This is the cost of maintaining and operating the various 
transmission lines within the manufacturing buildings themselves. 
It includes internal transmission cost up to the point where the 
energy is used. 

In dividing our power and service costs into the three divisions 
as shown above, it is possible at times to adjust our power and 
service rates by the correction of perhaps one separate division 
instead of all, should only one flat rate from generation to appli- 
cation be used. Again, the division allows for a comparison not 
only with each other, but with division rates for different periods 
and different plants of the same concern. If there are marked 
differences, the explanation for these, such as load factors, time 
of operation, etc., should be forthcoming. The increasing or the 
decreasing of equipment in operation — with qualifications, of 
course — reduces or raises respectively the cost per unit of power 
or service. This results from the fact that additional operated 
equipment increases the units consumed in a greater percentage 
than the rise in the percentage of cost, and vice-versa where the 
opposite is true. 

As the total cost of any of the eight classes is separated into 
three divisions described above, so each division in turn is also 
separated into three subdivisions. In other words, generation, 
transmission external and transmission internal costs are each 
composed of the following: 

1. Operation cost. 

2. Maintenance cost. 

3. Fixed charges of capital. 

Operation cost is that charge resulting from the supplies and 
labor consumed to keep the generating units in motion. Main- 
tenance cost represents the expenses incurred in the upkeep of 
generation and transmission equipment. Fixed charges of capital 
represent the cost of the service of capital. 

If the analysis is carried still further and if generation cost 
be used as an example to illustrate the other two divisions, the 
following schedule will result: 
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Generation cost 

1. Operation cost 

a. Material 

b. Labor 

c. Overhead 

2. Maintenance cost 

a. Material 

b. Labor 

c. Overhead 

3. Fixed charges of capital 

a. Depreciation 

b. Obsolescence 
c Insurances 

d. Taxes 

Having prepared the outline above, it at once becomes apparent 
that items which compose it must be supported by details that 
originate from some record such as time slips, material requisi- 
tions, purchase journal or journal entry. Although the details 
below, under each caption of material, labor and overhead, may 
not be all inclusive, yet they are believed to be comprehensive 
enough to illustrate. It will be remembered that the cost of 
generation is being used as an example of all three divisions. 

Generation cost 
1. Operation cost 

a. Material 

1. Coal 

2. Water 

3. Lubricants 

4. Miscellaneous materials 

5. Miscellaneous charges 

b. Labor 

1. Boiler room 

2. Turbine room 

3. Pump room 

4. Compressors 

5. Refrigerating 

6. Electrical 

7. Miscellaneous 
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c. Overhead 

1. Proportionate part of janitors' labor 

2. Proportionate part of watchmen's labor 

3. Proportionate part of chief engineer's labor 

4. Proportionate part of chief engineer's assistant's 

labor 

5. Proportionate part of power engineer's force 

2.. Maintenance cost 

a. Material for 

1. Building 

2. Boilers 

3. Boiler room auxiliary apparatus 

4. Turbines 

5. Pumps 

6. Compressors 

7. Refrigerating machinery 

8. Auxiliary apparatus 

9. Electrical apparatus 

10. Piping 

11. Wiring 

12. Miscellaneous 

b. Labor for 

1. Buildings 

2. Boilers 

* 3. Boiler room auxiliary apparatus 

4. Turbines 

5. Pumps 

6. Compressors 

7. Refrigerating machinery 

8. Auxiliary apparatus 

9. Electrical apparatus 

10. Piping 

11. Wiring 

12. Miscellaneous 

431 



Digitized by VjOOQIC 



The Journal of Accountancy 

c. Overhead 

1. Same items as make up overhead on operation cost 

2. Proportionate part of works engineer's office force 

3. Fixed charges of capital 

a. Depreciation 

b. Obsolescence 

c. Insurances 

d. Taxes 

These fixed charges apply, first, to the land occupied by the power 
house and all other land necessary for its operation, such as coal 
storage and condenser ponds ; second, to the power house building 
itself and all auxiliary structures such as oil houses, bunkers and 
chimneys ; third, to all equipment within the power house covered 
by the twelve classes already given. 

For generation cost, then, fixed charges of capital apply on 
the following investments: 

1. Land used by power house. 

2. Power building and auxiliaries. 

3. Equipment necessary for generation or conversion. 

It is not practicable to analyze in detail the charges that make 
up the eight separate classes of power and service costs, in the 
same manner as described above in finding the cost of the genera- 
tion of power. There are two reasons for this: first, it would 
require too much accounting to obtain the necessary information ; 
second, no real benefit would accrue from the extreme accuracy, 
the more practical way being nearly as accurate and just as good 
for engineering and administrative purposes. 

The method used in practice to ascertain the cost of genera- 
tion is to total up the material, labor and overhead in all the 
operating and maintenance costs, and distribute this total to the 
various power and service divisions on the basis of the steam 
heat consumed by each division. Then to the amounts that are 
applicable to each division are added the fixed charges of capital 
applied to the investment in the equipment, plus a proportion of 
the capital charges on the land and buildings. This proportion 
is based on the percentage that the equipment in each division 
bears to the entire equipment of all divisions. 
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The power department reports of any well organized manu- 
facturing concern will show the number of million B. T. U.'s 
going to the various units, and if the heat that each unit absorbs 
is compared with the total heat absorbed by all units, it will give 
a percentage to each, which can be applied against the total gener- 
ation cost — that is, operating and maintenance. 

For example, if during a given period the total number of 
B. T. U/s absorbed by all power and service divisions were 
102,205 million, and the number absorbed by each division were 
that shown in column one (1), the percentages shown in column 
two (2) would be the percentages used to distribute the operating 
and maintenance cost for that period. Let $20,000.00 be the total 
cost for the period and column three (3) will be the distribution. 







Generation Cost 






Operating and maintenance 




Name 


Million B. T. U.'s 


Per cent. 


Distribution 


Power 




54,857 


53.69 


$10,738.00 


High pressure steam 


9,539 


9.33 


1,866.00 


Low pressure steam 


8,286 


8.11 


1,622.00 


Hot water 




1,556 


1.52 


304.00 


Cold water 




501 


.49 


98.00 


Drinking water 




66 


.06 


12.00 


Compressed air 




3,500 


3.42 


684.00 


Heat 




23,900 


23.38 


4,676.00 


Totals 


102,205 


100.00 


$20,000.00 



The first step in finding the generation cost of the eight divi- 
sions is to distribute the total operating and maintenance expenses 
within the power house to these divisions on the basis of the 
heat units consumed by each. This has been shown in the illus- 
tration above. 

The next and final step is to ascertain the capital charges on 
the equipment, buildings and land used by each division. To 
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find the investments in the equipment is not difficult, for a proper 
analysis of the equipment account will produce them. To find 
the proportions of the land and buildings occupied and apportion- 
able to each division is not so easy. In fact, due deliberation 
must be given as to the correct method to be used, as a method 
hastily adopted may lead to inaccurate costs. In the majority 
of cases the following method may be used to advantage. 

First find the investment in the land and buildings used in 
the production of power and services. Next find the investment 
in the equipment of each separate division, and totaling all equip- 
ment thus found, compute the percentage that each division bears 
to this total. Then apportion the investment in land and buildings 
according to these eight percentages. 

For example, let the following illustrate: 

Amount of investment Per cent, to total 



Name of division 


in equipment 


equipment 


Power 


$400,000.00 


57.5 


High pressure steam 


30,000.00 


4.3 


Low pressure steam 


20,000.00 


2.9 


Hot water 


6,000.00 


.8 


Cold water 


3,000.00 


.4 


Drinking water 


7,000.00 


1.1 


Compressed air 


80,000.00 


11.5 


Heat 


150,000.00 


21.5 



Totals $696,000.00 100.0 



Now, having found these percentages, and assuming that the 
investment in the land is $4,000.00 and the investment in the 
buildings is $300,000.00, a schedule may be made in the form 
below. 

Land, $4,000.00 

Buildings, 300,000.00 
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Name of division 

Power 

High pressure steam 

Low pressure steam 

Hot water 

Cold water 

Drinking water 

Compressed air 

Heat 

Totals 



Percentage 
to be used 

57.5 

4.3 

2.9 

.8 

.4 

1.1 

11.5 

21.5 



100.0 



Investment 

in land 

apportioned 

$2,300.00 

172.00 

116.00 

32.00 

16.00 

44.00 

460.00 

860.00 

$4,000.00 



Investment 
in buildings 
apportioned 

$172,500.00 

12,900.00 

8,700.00 

2,400.00 

1,200.00 

3,300.00 

34,500.00 

64,500.00 

$300,000.00 



The point has now been reached where, the capital invest- 
ments having been brought together, it is possible to apply the 
capital charges, namely, depreciation, obsolescence, insurance and 
taxes. It will be seen upon a moment's reflection that all these 
charges will not be placed against the investment divisions. For 
instance, while all may be said to apply against equipment and 
buildings, taxes only are chargeable to land. 

In regard to the charge for depreciation, it may be of interest 
to know that our best steam engineers consider that the power 
house building itself should have the same rate of depreciation 
as the equipment for the generation of power, namely, the tur- 
bines and generators. This rate is approximately 5 per cent. The 
engineers contend that when the time comes when new or per- 
haps larger units are to be installed, it is economically and 
mechanically better to build a new power house. 

The charges for insurance and taxes can easily be found by 
a proper analysis of the above two accounts and a proper distri- 
bution to the eight divisions. 

Thus having obtained the expense of operation and main- 
tenance, and having found the proper charges for the use and 
protection of the capital investment, a final amount is found 
which, if divided by the units consumed during the period covered 
by the cost figures, gives the unit cost of the power or service. 
The accompanying schedule will illustrate. 
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EDITORIAL 
What the Profession Offers 

The superintendent of education in an American city made 
the assertion the other day that accountancy was the best paid 
profession, and for that reason he recommended that those of his 
students who were qualified by nature for analytical work should 
turn their attention to the study preparatory to entering the pro- 
fession. 

It is quite remarkable to find a statement of this sort by a 
man not engaged in business and supposedly not in touch with the 
actual practice of public accounting. It indicates that what 
accountants have known for some time is beginning to penetrate 
to the general public. 

As a matter of fact the accounting profession is probably the 
best paid in the world. If there be a profession in which the 
average compensation is higher it is not known to us. The law 
and several other professions frequently lead to the accumulation 
of large fortunes, but accounting has seldom done so. Indeed, 
we have yet to hear of a great fortune made solely from the prac- 
tice of accounting. Nevertheless the statement of our superin- 
tendent of education is correct. While a lawyer here or there 
makes a great deal of money legitimately from the practice of 
law, there are for every success many failures, and if it were 
possible to ascertain the average income derived from the prac- 
tice of law we should probably find that the lawyer as a whole 
is not to be envied, at any rate in point of monetary compensation. 

It is notorious that men who enter the church do so at the 
sacrifice of all prospect of financial prosperity derived from pro- 
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fessional work. It has been stated that the average income of 
clergymen throughout the country is somewhere in the neighbor- 
hood of $900 per annum. Figures in this case are more readily 
ascertainable than in any other profession. 

Practitioners of medicine and surgery affirm that the average 
income in their profession is far below the living requirements of 
even an unmarried man in these days of high prices. 

In other professions such as architecture, engineering, peda- 
gogy, etc., the average income is far from satisfactory to the 
recipients, but we have no actual figures from which to ascertain 
what is the average rate of return from the practice of any of 
them. Various estimates have been made, and although it may 
not be safe to accept any one as accurate, they are probably near 
enough to the facts to give a fairly correct indication of true 
conditions. 

In an endeavor to determine the average income of the man 
whose vocation is public accounting we have taken into considera- 
tion the varying fees prevalent in different parts of the country. 
For example, in New York, Chicago and other cities of the first 
class it is generally found that the fees charged by accountants 
are greater than those obtained in the small cities. When we 
come to even smaller communities where there may be only one 
or two accountants in practice the fees are proportionately less. 
In certain sections of the country it may be that the highest 
annual income of an accountant is below the average of the entire 
country. There are men practising in small towns whose total 
net income is less than the salary of a well qualified junior ac- 
countant in New York. On the other hand the number of men 
in the small communities is so much less than the number prac- 
tising in large cities that the small rate of compensation obtained 
by the former is more than offset by the larger return of the 
latter. 

A few years ago it would have been a difficult matter to find 
in the United States a dozen accountants whose total net income 
from the practice of their profession would average $50,000 per 
annum. Today we believe there is a score of men whose net 
incomes range from $100,000 per annum upward. 

Taking into consideration all the factors which we have 
mentioned and also the prevailing salaries for qualified account- 
ants in accounting offices, it appears that the public accountant 
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practising on his own account or in the employ of another account- 
ant earns an annual income somewhat in excess of $3,000. In this 
average we include. men who have advanced somewhat beyond 
the initial stage of junior, but we have omitted the young man 
who is employed in an accounting office in no more responsible 
position than that of a clerical assistant. 

Assuming that this estimate of $3,000 per annum is reason- 
ably near the facts, it becomes evident that the statement made 
by our superintendent of education is correct. There is no other 
profession of which we have knowledge concerning which so 
striking a report could be made. 

Reasons for the comparatively generous compensation of ac- 
countants are not far to seek. In the first place the work is 
highly technical and can be permanently undertaken only by men 
with experience and ability of a peculiar nature. In the second 
place the supply is far short of the demand, and by every indi- 
cation the lack of balance between supply and demand will con- 
tinue for many years to come. 

In view of these facts it seems strange that there are not more 
newcomers every year in the profession. Our colleges and other 
accounting schools are turning out men with a good theoretical 
knowledge, and most of these men are aware of the opening which 
accounting presents. Many of them make a serious effort to 
establish themselves in professional work, but only a few succeed. 
This fact is due almost entirely to the lack of appreciation on the 
part of such men as to what actually constitutes the equipment 
and obligation of the successful public accountant. 

We have repeatedly drawn attention to the need for more 
young accountants and many of our correspondents have been 
inclined to challenge our statements when they have sought em- 
ployment in accounting offices and have failed to obtain it. They 
point out that the compensation offered to junior accountants is 
not sufficient to be attractive. They prefer to enter some voca- 
tion in which they can receive immediately a better return, and in 
many of these vocations upon which they enter they remain for 
years without material advancement ; whereas the able and earnest 
young man who enters accounting with a determination to stick 
to it until an assured position is reached will probably attain a 
competent livelihood sooner than the man who seeks immediate 
return. 
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The accounting profession has much to offer to the man who 
will work and who will make the initial sacrifice which is often 
required. The labor is extremely arduous and at times both 
mentally and physically exhausting. If the young man or woman 
is ready and able to pass through the probationary period the 
results are reasonably sure, and we believe that if these things 
could be impressed upon the minds of the younger generation, if 
the prospect of future successes could be justly weighed against 
a possible higher immediate compensation, the present dearth of 
accountants would soon be diminished. 

There is need for accountants. There is ample compensation 
for accountants. There is no prospect that the supply will over- 
take the demand within the lifetime of even the youngest of u& 



The Profession Honored 

Members of the accounting profession of the United States 
and Great Britain will learn with pleasure that Arthur Lowes 
Dickinson has received the honor of knighthood from King 
George. 

Sir Arthur Dickinson's services during the war have been of a 
distinguished and valuable kind, particularly in regard to coal 
control, and it is eminently fitting that one of the leaders of the 
profession should receive this mark of his sovereign's favor. 

He is a member of the American Institute of Accountants, 
fellow of the Institute of Accountants of England and Wales, and 
a certified public accountant of New York and other states. 

We cordially congratulate the recipient of the honor and the 
profession to which he belongs upon this official token of national 
appreciation. 
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Income Tax Department 

Edited by John B. Niven 

In the April number was given a full list of contents with copious 
extracts of the regulations governing the administration of the income tax 
law, in the preliminary form in which they were at first issued. The 
treasury department has since published, under T. D. 2831, a revised edi- 
tion of these regulations, known as regulations 45. The new edition is 
in one compact volume (in place of the two preliminary instalments) and, 
in addition to the arrangement of the table of contents by which the 
articles are enumerated consecutively under their governing sections of 
the law, there is a valuable subject index at the end. Many amendments 
have been made in the regulations : new articles have been inserted, numer- 
ous topics re-named, others combined, regrouped or entirely eliminated. 
Consequently, the list of contents previously published being obsolete, we 
print herewith the revised table, for the purpose of giving a correct and 
comprehensive bird's-eye view of the rules now in force. We have indi- 
cated by asterisks articles which are wholly or partly new matter or have 
been materially altered ; and we also give the text of certain articles, not 
previously published, which are of particularly timely interest (indicated 
in the list of contents in italic type). 

An addition to article 23 supplies what had previously been lacking, 
the procedure to be followed when the basis of reporting is changed as 
between the cash and accrual methods. If the change is from the cash 
to the accrual basis, report the previous accruals, both debit and credit, 
not already reported, as well as those for the year for which the return 
is made; but if the change is from the accrual to the cash basis, exclude 
revenue receipts and disbursements already returned in previous years as 
accruals. In both cases mention the fact of the change, and state the 
amounts involved. 

Three new articles (Nos. 52-54) amplify further the principles involved 
in determining when income is to be accounted for. 

The rules on amortization of war plants or vessels (articles 181-188 
herewith) have been entirely re-written and enlarged. The loss from 
this source as determined by sale, abandonment or, if continued in use, by 
reproduction cost in April, 1919, is to be spread over the period from 
January 1, 1918, to the date of abandonment or to April, 1919, as the case 
may be. Full proof of the supporting facts is required, and the allowance 
will be finally determined on re-examination within three years after the 
close of the war. 

The subject of losses on inventories because of the sudden termination 
of hostilities is another question in regard to the working out of which 
much doubt has existed. This is now minimized by a new series of regula- 
tions (articles 261-268, also published herein). A mere shrinkage in value 
is not the land of loss that is deductible; it must be an actual net loss 
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on sale in 1919 or on reinventory at the close of 1919 if the goods are 
then on hand. Although claims for refund may be filed once the inven- 
toried goods are sold, claims for abatement on the ground of shrinkage 
in value of goods not sold will not be passed upon until after the close 
of 1919, when the taxpayer must in both cases file a detailed accounting 
for his 1918 inventories. The only advantage in filing a claim for abate- 
ment when the goods have not been sold is in saving the payment of an 
excess tax for the time being, and this benefit may be lost if the claim 
is not sustained and interest at 12 per cent, per annum is charged. 

The preparation of consolidated returns is so much a matter of 
accounting that we give here the vital revised regulations on the subject, 
dealing with both the consolidation of income (articles 631-34, 636-37) and 
the consolidation of invested capital (articles 864-869). 

Under T. D. 2836 have been enumerated the tax exemptions applicable 
to Liberty bonds and victory notes in effect from January 1, 1919. Besides 
the exemption of the new notes from normal tax and of the 3}£% series 
from surtaxes, an additional exemption from surtaxes on previous issues 
is granted on three times the amount of Victory notes subscribed for and 
kept, up to $20,000 of principal, and a further exemption, not dependent 
at all oh subscriptions to the fifth loan, of $30,000.00 of principal. 

REGULATIONS RELATING TO THE INCOME TAX AND WAR 

PROFITS AND EXCESS PROFITS TAXES 

Under Titles II and III of the Revenue Act of 1918 

Table of contents 

Part I. Income tax* on individuals (sections 210-228) 

II. Income tax and war profits and excess profits tax on corporations : 

A. Income tax (sections 230-241) 

B. War profits and excess profits tax (sections 300-337) 

III. Administrative provisions (sections 250-261) 

IV. Definitions and general provisions (sections 1-206; 1301-1408) 
Index 

PART I. 
Income Tax on Individuals. 

[The section numbers refer to the statute and the article numbers to the 

regulations.] 
Section 210. Normal tax 
Article 1. Income tax on individuals 

2. Normal tax 

3. Persons liable to tax* 

4. Who is a citizen 
Section 211. Surtax 

Article 11. Surtax 

12. Computation of surtax 

13. Surtax on sale of mineral deposits 
Section 212. Net income defined 

Article 21. Meaning of net income (See April number— page 283) 

22. Computation of net income (See April number — page 284) 

23. *Bases of computation (See also April number— page 284) 

24. Methods of accounting (See April number— page 284) 

25. Accounting period 

26. Change in accounting period 
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Section 213 (a). Gross income defined: inclusions 
Article 31. *What included in gross income 

32. Compensation for personal services 

33. ^Compensation paid other than in cash 

34. *Compensation paid in notes 

35. *Gross income from business 

36. Long term contracts (See April number — page 285, Art. 33) 

37. State contracts 

38. Gross income of farmers 

39. Sale of stock and rights (See April number— page 285, Art. 

36) 

40. Sale of patents and copyrights 

41. Sale of goodwill 

42. Sale of personal property on instalment plan (See April 

number— page 285, Art. 39) 

43. Sale of real estate in lots (See April number — page 285, 

Art. 40) 

44. Sale of real estate involving deferred payments 

45. Sale of real estate on instalment plan 

46. Deferred payment sales of real estate not on instalment 

plan 

47. Annuities and insurance policies 

48. Rent and royalties 

49. Compensation for loss 

50. Replacement fund for losses 

51. *Forgiveness of indebtedness 

52. *When included in gross income 

53. *Income not reduced to possession 

54. * Examples of constructive receipt 
Section 213 (b). Gross income defined: exclusions 

Article 71. *What excluded from gross income 

72. Proceeds of insurance 

73. *Gifts and bequests 

74. Interest upon state obligations 

75. Dividends and interest from federal land bank and national 

farm loan association 

76. Dividends from federal reserve bank 

77. Interest upon United States obligations 

78. *Liberty bond exemption from normal tax in 1918 

79. *Liberty bond exemption from surtax and war profits and 

excess profits tax in 1918 

80. *Liberty bond exemption after December 31, 1918 

81. Liberty bond exemption in the case of trusts 

82. Liberty bond exemption in the case of partnerships and per- 

sonal service corporations 

83. Income of foreign governments 

84. *Income of states 

85. ^Compensation of state officers 

86. ^Compensation of soldiers and sailors 

87. *Income accruing prior to March 1, 1913 

88. *Subtraction for redemption of trading stamps 
Section 213 (c). Gross income defined: nonresident alien individual 

Article 91. Gross income of nonresident alien individuals 

92. Income of nonresident alien individuals not subject to tax* 

93. *Income of nonresident aliens from United States bonds 
Section 214(a) (1). Deductions allowed: business expenses 

Article 101. Business expenses 

102. Cost of materials 

103. Repairs 
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104. ^Professional expenses 

105. Compensation for personal services (See April number- 

page 285) 

106. Treatment of excessive compensation 

107. Bonuses to employees (See April number— page 286) 

108. Pensions (See April number — page 286) 

109. Rentals (See April number— page 286) 

110. Expenses of farmers 

111. When charges deductible (See April number— page 286) 
Section 214(a) (2). Deductions allowed: interest 

Article 121. Interest (See April number — page 287) 

122. Interest on capital (See April number— page 287) 
Section 214(a) (3). Deductions allowed: taxes 

Article 131. Taxes 

132. Federal duties and excise taxes 

133. Taxes for local benefits 

134. Inheritance taxes 

Section 214 (a) (4), (5) and (6). Deductions allowed: losses 
Article 141. Losses 

142. Voluntary removal of buildings 

143. Loss of useful value (See April number — page 287) 

144. Shrinkage in securities and stocks (See April number- 

page 287) 

145. Losses of farmers 

Section 214 (a) (7). Deductions allowed: bad debts 
Article 151. Baa debts (See April number — page 288) 

152. Examples of bad debts 

153. Worthless mortgage debt (See April number— page 288) 

154. Worthless securities (See April number— page 288) 
Section 214(a) (8). Deductions allowed: depreciation 

Article 161. Depreciation (See April number — page 288) 

162. Depreciable property 

163. Depreciation of intangible property 

164. Capital sum returnable through depreciation allowance 

165. Method of computing depreciation allowance (See April 

number — page 288, Art. 166) 

166. Modification of method of computing depreciation (See 

April number— page 288, Art. 167) 

167. *Depreciation of patent or copyright 

168. Depreciation of drawings and models 

169. Charging off depreciation (See April number— page 289, 

Art 170) 

170. Closing depreciation account 

171. Depreciation in the case of farmers 
Section 214(a) (9). Deductions allowed: amortization 

Article 181. *Scope of provision for amortization 

182. * Property cost of which may be amortised 

183. *Cost recoverable through amortization 

184. *Cost which may be amortized 

185. ^Method of amortization 

186. Additional requirements for amortization 

187. Redetermination of amortization allowance 

188. Information to be furnished by taxpayer 
Section 214(a) (10). Deductions allowed: depletion 

Article 201. Depletion of mines, oil and gas wells (See April number- 
page 290) 
202. Capital recoverable through depletion allowance in the case 
of owner 
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203. Capital recoverable through depletion allowance in the case 

of lessee 

204. Apportionment of deductions between lessor and lessee 

205. Determination of cost of deposits 

206. Determination of fair market value of deposits 

207. Revaluation of deposits not allowed 

208. Determination of quantity of ore in mine 

209. Determination of quantity of oil in ground 

210. Computation of allowance for depletion of mines and oil 

211. Computation of allowance for depletion of gas wells 

212. Gas well pressure records to be kept 

213. Computation of allowance where quantity of oil or gas 

uncertain 

214. Computation of depletion allowance for combined holdings 

of oil and gas wells 

215. Depletion of mine based on advance royalties 

216. Depletion and depreciation accounts on books 

217. Statement to be attached to return where depletion of mine 

claimed 

218. Statement to be attached to return where depletion of oil 

or gas claimed 

219. Discovery of mine 

220. Discovery of oil and gas wells 

221. Proof of discovery of oil and gas wells 

222. Charges to capital and to expense in the case of mine 

223. ^Charges to capital and to expense in the case of oil and 

gas wells 

224. Depreciation of improvements in the case of mine 

225. Depreciation of improvements in the case of oil and gas 

wells 

226. Depletion and depreciation of oil and gas wells in years 

before 1916 

227. Depletion of timber (See April number— page 290) 

228. Capital recoverable through depletion allowance in the 

case of timber 

229. Computation of allowance for depletion of timber 

230. Revaluation of stumpage not allowed 

231. Charges to capital and to expense in the case of timber 

232. Depreciation of improvements in the case of timber 

233. Statement to be attached to return where depletion of tim- 

ber claimed 
Section 214(a) (11). Deductions allowed: charitable contributions 

Article 251. Charitable contributions 
Section 214 (a) (12). Deductions allowed: loss in inventory 

Article 261. *Losses in inventory and from rebates 

262. *Loss from rebates 

263. *Loss in inventory 

264. *Loss where goods have been sold 

265. *Loss where goods have not been sold 

266. *Claims 

267. ^Disposition of claims 

268. ^Effect of claim in abatement 

Section 214 (b). Deductions allowed: nonresident alien individual 
Article 271. Deductions allowed nonresident alien individuals 

Section 215. Items not deductible 
Article 291. *Personal and family expenses 

292. ^Traveling expenses 

293. *Capital expenditures 

294. ^Premiums on business insurance 
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Section 216. Credits allowed 
Article 301. *Credits against net income 

302. Personal exemption of head of family 

303. Personal exemption of married person 

304. Credit for dependents 

305. *Date determining' exemption 

306. *Cr edits to nonresident alien individuals 

307. *When nonresident alien individual entitled to personal ex- 

emption 
Section 217. Nonresident aliens — Allowance of deductions and credits 
Article 311. Allowance of deductions and credits to nonresident alien 
individual 

312. Who is a nonresident alien individual 

313. Proof of residence of alien 

314. *Loss of residence by alien 

315. Duty of employer to determine status of alien employee 

316. * Allowance of personal exemption to nonresident alien em- 

ployee 
Section 218. Partnerships and personal service corporations 
Article 321. Partnerships 

322. Distributive shares of partners 

323. Credits allowed partners 

324. Taxation of partners in partnership with fiscal year ending 

in 1918 

325. Application of different tax rates in the case of fiscal year 

of partnership ending in 1918 

326. Taxation of partners in partnership with fiscal year ending 

in 1919 

327. Application of different tax rates in the case of fiscal year 

of partnership ending in 1919 

328. Personal service corporations 

329. Personal service corporation with fiscal year ending in 1918 

330. Distributive shares of stockholders in personal service cor- 

poration 

331. Credits allowed stockholders of personal service corpora- 

tion 

332. Taxation of stockholders of personal service corporation 

with fiscal year ending in 1918 

333. Application of different tax rates in the case of fiscal year 

of personal service corporation ending in 1918 

334. Taxation of stockholders of personal service corporation 

with fiscal year ending in 1919 

335. Application of different tax rates in the case of fiscal year 

of personal service corporation ending in 1919 
Section 219. Estates and trusts 
Article 341. ^Estates and trusts 

342. Estates and trusts taxed to fiduciary 

343. Decedent's estate during administration 

344. Incidence of tax on estate or trust 

345. Estates and trusts taxed to beneficiaries 

346. *Credits to trust or beneficiary 

Section 220. Profits of corporations taxable to stockholders 
Article 351. Profits of corporation taxable to stockholders 

352. *Purpose to escape surtax 

353. ^Unreasonable accumulation of profits 
Section 221. Payment of tax at source 

Article 361. Withholding tax at source 

362. *Fixed or determinable annual or periodical income 

363. Exemption from withholding 
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364. Ownership certificates for interest coupons 

365. Form of certificate where withholding required 

366. Form of certificate where no withholding required 

367. Use of substitute certificates 

368. *Interest coupons without ownership certificates 

369. *Interest on registered bonds 

370. Return of tax withheld 

371. Withholding in 1918 

372. Release of excess tax 1 withheld 

373. *Use of information return where no actual withholding 

374. Ownership certificates in the case of fiduciaries and joint 

owners 

375. Withholding in the case of enemies 

376. *Return of income from which tax withheld 
Section 222. Credit for taxes 

Article 381. Analysis of credit for taxes 

382. Meaning of terms 

383. Conditions of allowance of credit 

384. Redetermination of tax when credit proves incorrect 
Section 223. Individual returns 

Article 401. *Individual returns 

402. Form of return 

403. Return of income of minor 

404. Return of income of nonresident alien 

405. Return of corporate dividends 

406. Verification of returns 

407. Use of prescribed forms 
Section 224. Partnership returns 

Article 411. Partnership returns 

412. Contents of partnership return 
Section 225. Fiduciary returns 
Article 421. Fiduciary returns 

422. Return by guardian or committee 

423. Returns where two trusts 

424. Return by receiver 

425. Return for nonresident alien beneficiary 
Section 226. Returns where accounting period changed 

Article 431. Returns where accounting period changed (See April 
number — page 291) 
Section 227. Time and place for filing return 
Article 441. Time for filing return (See April number— page 291 ) 

442. *Time for filing return upon death or termination of trust 

443. *Extension of time by collector 

444. Extension of time by commissioner 

445. Extension of time in the case of persons abroad 

446. Extension of time in the case of enemies 

447. Last due date 

448. Place for filing return 
Section 228. Understatement in returns 

Article 451. Understatement of income 

PART II. 
Income Tax and War Profits and Excess Profits Tax on Corporations 

A. Income Tax 
Section 230. Tax on corporations 
Article 501. Income tax on corporations 

502. Rates of tax 

503. Corporations liable to tax 

504. Tax on transportation corporations 
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Section 231. Conditional and other exemptions 

Article 511. Proof of exemption 

512. Agricultural and horticultural organizations 

513. Mutual savings banks 

514. Fraternal beneficiary societies 

515. Building and loan associations 

516. Cemetery companies 

517. Religious, charitable, scientific and educational corporations 

518. Business leagues 

519. Civic leagues 

520. Social clubs 

521. Mutual insurance companies and like organizations 

522. Cooperative associations 
Section 232. Net income defined 

Article 531. Net income (See April number— page 291) 
Section 233. Gross income defined 
Article 541. Gross income 

542. Sale of capital stock (See April number — page 291) 

543. Contributions by stockholders (See April number— page 

291) 

544. *Sale and retirement of corporate bonds 

545. Sale of capital assets (See April number — page 292, Art 

546. Income from leased property 

547. *Gross income of corporation in liquidation 

548. Gross income of insurance companies 

549. *Gross income of life insurance companies 

550. Gross income of foreign corporations 
Section 234. Deductions allowed 

Article 561. Allowable deductions (See April number— page 292) 

562. Donations (See April number — page 292) 

563. *Sale of capital stock, bonds and capital assets 

564. Interest 

565. Effect of tax-free covenant in bond (See April number- 

page 292, Art. 564) 

566. Tax on bank stock 

567. Depositors' guaranty fund 

568. *Deductions allowed insurance companies 

569. Required addition to reserve funds of insurance companies 

570. *Special deductions allowed in the case of combined life, 

health and accident policies 

571. *Special deductions allowed mutual marine insurance com- 

panies 

572. * Special deductions allowed mutual insurance companies 

573. Deductions allowed foreign corporations 
Section 235. Items not deductible 

Article 581. Items not deductible 
582. *Capital expenditures 
Section 236. Credits allowed 

Article 591. Credits allowed 
Section 237. Payment of tax at source 

Article 601. Withholding in the case of nonresident foreign corporations 
Section 238. Credit for taxes 

Article 611. Credit for foreign taxes 
Section 239. Corporation returns 

Article 621. Corporation returns (See April number — page 293) 

622. Returns by receivers 

623. Returns of insurance companies 
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624. Returns of personal service corporations (See April num- 

ber—page 293) 

625. Returns of foreign corporations (See April number— page 

293) 

626. ^Returns for fractional part of year 
Section 240. Consolidated returns 

Article 631. Affiliated corporations 

632. Consolidated returns 

633. *lVhen corporations are affiliated 

634. Change in ownership during taxable year 

635. Corporation deriving chief income from government con- 

tracts 

636. Domestic corporation affiliated with foreign corporation 

637. Consolidated net income of affiliated corporations 

638. Different fiscal years of affiliated corporations 
Section 241. Time and place for filing returns 

Article 651. Time and place for filing returns 

B. War Profits and Excess Profits Tax 

Section 300. General definitions 

Article 701. War profits and excess profits tax 
Section 301. Imposition of tax 

Article 711. Imposition of tax 1 

712. Computation of tax: for 1918 

713. Computation of tax for years after 1918 

714. Computation of tax on income from government contracts 

715. Allocation of net income to particular source 

716. Illustration of computation of tax 

717. Illustration of computation where no tax under third 

bracket 

718. Illustration of computation where excess profits credit not 

exhausted under first bracket 

719. Illustration of computation where net income derived from 

government contract 

720. ^Illustration of computation where return for period of less 

than 12 months 
Section 302. Limitation of tax! 
Article 731 Short form of computation of limitation 

732. ^Limitation when return for fractional part of year 

733. ^Illustration of computation of limitation 
Section 303. Tax when partly personal service business 

Article 741. Apportionment of invested capital and net income 

742. Computation of tax upon net income 

743. Illustration of computation of tax where partly personal 

service business 
Section 304. Exemptions 
Article 751. Corporations exempt from tax 

752. Net income exempt from tax 

753. Illustration of computation of tax where net income from 

gold mining 
Section 305. Apportionment of specific exemption 
Article 761. Apportionment of specific exemption 
Section 310. Pre-war period 

Article 771. Pre-war period 
Section 311. War profits credit 
Article 781. War profits credit 

782. War profits credit where meager pre-war net income 
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783. War profits credit where no pre-war period 

784. War profits credit where no pre-war period in special cir- 

cumstances 

785. War profits credit in the case of affiliated corporations 
Section 312. Excess profits credit 

Article 791. Excess profits credit 
Section 320. Net income 
Article 801. Net income 

802. Pre-war net income of affiliated corporations 
Section 325. Terms relating to invested capital 
Article 811. Intangible and tangible property (See April number— page 
294) 

812. Borrowed capital : securities (See April number—page 294) 

813. Borrowed capital: amounts left in business (See April 

number — page 294) 

814. Borrowed capital : other illustrations (See April number- 

page 294) 

815. Inadmissible assets (See April number— page 294) 

816. Inadmissible assets: government bonds 

817. Inadmissible assets: partial exception 

818. Admissible assets (See April number— page 295) 
Section 326. Invested capital 

Article 831. Meaning of invested capital (See April number — page 295) 

832. Cash paid in : bonus stock 

833. Tangible property paid in: evidences of indebtedness 

834. Tangible property paid in : inadmissible assets 

835. Tangible property paid in: mixture of tangible and intan- 

gible property 

836. Tangible property paid in : value in excess of par value of 

stock (See April number— page 295) 

837. Surplus and undivided profits: paid-in surplus (See April 

number — page 295) 

838. Surplus and undivided profits: earned surplus (See April 

number — page 296) 

839. Surplus and undivided profits: allowance for depletion 

and depreciation 

840. Surplus and undivided profits : additions to surplus account 

841. Surplus and undivided profits: limitation of additions to 

surplus account 

842. Surplus and undivided profits : property paid in and subse- 

quently written off 

843. Surplus and undivided profits: patents 

844. Surplus and undivided profits: reserve for depreciation or 

depletion 

845. Surplus and undivided profits: reserve for income and 

excess profits taxes (See April number — page 296) 

846. Surplus and undivided profits: insurance on officers 

847. Surplus and undivided profits: property taken for debt 

or in exchange 

848. Surplus and undivided profits: discount on sale of bonds 

849. Surplus and undivided profits: miscellaneous 

850. Surplus and undivided profits: current profits (See April 

number— page 296) 

851. Intangible property paid in (See April number— page 296) 

852. Percentage of inadmissible assets (See April number- 

page 297) 

853. Changes in invested capital during year (See April number 

—page 297) 

854. Computation of average invested capital 
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855. Invested capital for full year or less 

856. Illustration of return for fractional part of year 

857. Method of determining available net income (See April 

number — page 297) 

858. Effect of ordinary dividend (See April number— page 298) 

859. Effect of stock dividend (See April number— page 298) 

860. Impairment of capital (See April number— page 298) 

861. Surrender of stock (See April number— page 298) 

862. Purchase of stock (See April number— page 298) 

863. Invested capital and other measures of capital (See April 

number— page 299) 

864. Affiliated corporations: invested capital 

865. Affiliated corporations: intangible property paid in 

866. Affiliated corporations: inadmissible assets 

867. Affiliated corporations: stock of subsidiary acquired for 

cash 

868. Affiliated corporations: stock of subsidiary acquired for 

stock 

869. Affiliated corporations: invested capital for pre-war period 

870. ^Insurance companies 

871. *Foreign corporations 
Section 327. Special cases 

Article 901. Treatment of special cases 
Section 328. Computation of tax in special cases 
Article 911. Computation of tax in special cases 

912. Determination of first instalment of tax in special cases 

913. ^Determination of first instalment of tax in the case of 

foreign corporation 

914. ^Payment of tax in special cases 
Section 330. Reorganizations 

Article 931. Scope of reorganizations 

932. Net income and invested capital of predecessor partner- 

ship or individual 

933. Election to be taxed as corporation 

934. Adjustment for asset differently valued in pre-war invested 

capital 
Section 331. Valuation of assets upon reorganization 
Article 941. Valuation of asset upon change of ownership (See April 
number — page 299) 
Section 335. Fiscal years ending in 1918 or 1919 
Article 951. Fiscal year with different rates 

952. Fiscal year of corporation ending in 1918 

953. Deductions and credits in the case of fiscal year ending in 

1918 

954. Fiscal year of corporation ending in 1919 

955. Illustration of computation of tax for fiscal year 
Section 336. Returns 

Article 961. Returns 

962. ^Returns in special cases 
Section 337. Sale of mineral deposits 
Article 971. Tax on sale of mineral deposits 

972. Illustration of computation of tax where sale of mineral 
deposits 

PART III 
Administrative provisions 
Section 250. Payment of taxes 
Article 1001. Time for payment of tax 

1002. Payment of tax when no proper return 
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1003. Interest on tax 

1004. Penalty for failure to file return 

1005. Penalty for understated return 

1006. Penalty for nonpayment of tax 

1007. Notice and demand of payment 

1008. Collection of tax by suit 

1009. Collection of tax by distraint 

1010. Enforcement of tax lien by bill in equity 

1011. Compromise of tax cases 

1012. Assessment of tax 

1013. Declaration of termination of taxable period 
Section 251. Receipts for taxes 

Article 1021. Receipts for tax payments 
Section 252. Refunds 
Article 1031. Authority for abatement, credit and refund of taxes 

1032. Claims for abatement of taxes erroneously assessed 

1033. Gaims for abatement of uncollectible taxes 

1034. *Claims for credit of taxes erroneously collected 

1035. * Action on claims for credit 

1036. Claims for refund of taxes erroneously collected 

1037. Suits for recovery of taxes erroneously collected 

1038. Claims for refund of sums recovered by suit 
Section 253. Penalties 

Article 1041. Specific penalties 
Section 254. Returns of payments of dividends 

Article 1051. Return of information as to payments of dividends 
Section 255. Returns of brokers 

Article 1061. Return of information by brokers 
Section 256. Information at source 

Article 1071. Return of information as to payments of $1,000 

1072. Return of information as to payments to employees 

1073. *Return of information by partnerships, personal service 

corporations and fiduciaries 

1074. Cases where no return of information required 

1075. Return of information as to interest on corporate bonds 

1076. Return of information as to payments to nonresident 

aliens 

1077. Source of information as to foreign items 

1078. Ownership certificates for foreign # items 

1079. Return of information as to foreign items 

1080. Information as to actual owner 
Section 257. Returns to be public records 

Article 1091. Inspection of returns 

1092. Inspection of returns by state 

1093. Inspection of returns by stockholder 

1094. Penalties for disclosure of returns 
Section 258. Publication of statistics 

Article 1101. Statistics of income 
Section 259. Collection of foreign items 
Article 1111. License to collect foreign items 
Section 260. Citizens of United States possessions 

Article 1121. Status of citizen of United States possession 
Section 261. Porto Rico and Philippine Islands 

Article 1131. Income tax in Porto Rico and Philippine Islands 

1132. Taxation of individuals beetween United States and 

Porto Rico and Philippine Islands 

1133. Taxation of corporations between United States and Porto 

Rico and Philippine Islands 
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PART IV 
Definitions and general provisions 
Section 1. General definitions 
Article 1501. Person 

1502. Association 

1503. Association distinguished from partnership 

1504. * Association distinguished from trust 

1505. Limited partnership as partnership 

1506. Limited partnership as corporation 

1507. Joint ownership and joint adventure 

1508. "Insurance company 

1509. Domestic and foreign persons 

1510. *Government contract 

Section 200. Definitions 
Article 1521. Fiduciary 

1522. Fiduciary distinguished from agent 

1523. Personal service corporation 

1524. * Personal service corporation: certain corporations ex- 

cluded 

1525. Personal services rendered by personal service corpora- 

tion 

1526. Personal services rendered by personal service corpora- 

tion: more than one business 

1527. Activities of stockholders of personal service corporation 

1528. Activities of stockholders of personal service corporation : 

conduct of affairs 

1529. Activities of stockholders of personal service corpora- 

tion: stock interest required 

1530. Activities of stockholders of personal service corpora- 

tion : change in ownership 

1531. Capital of personal service corporation 

1532. Capital of personal service corporation: inference from 

use 

1533. 'Taxable year," "withholding agent," and "paid" 

Section 201. Dividends 
Article 1541. Dividends 

1542. ^Presumption as to source of distribution 

1543. Distributions which are not dividends 

1544. Dividends paid in property (See April number — page 299, 

Art 1543) 

1545. Stock dividends 

1546. Stock dividends of 1918 

1547. Sale of stock received as dividend 

1548. Distribution in liquidation 

1549. Distribution from depletion or depreciation reserve 

Section 202. Basis for determining gain or loss 
Article 1561. Basis for determining gain or loss from sale 

1562. Sale of property acquired by gift or bequest 

1563. Exchanges of property 

1564. Determination of gain or loss from exchange of property 

1565. Exchange of different kinds of property 

1566. *Exchange of property and stock 

1567. Exchange of stock for other stock of no greater par 

value 

1568. ^Determination of gain or loss from subsequent sale 

1569. Exchange of stock for other stock of greater par value 

1570. ^Readjustment of partnership interests 
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Section 203. Inventories 
Article 1581. Need of inventories 

1582. * Valuation of inventories 

1583. Inventories at cost (See April number— page 300) 

1584. Inventories at market (See April number— page 300) 

1585. Inventories by dealers in securities (See April number — 

page 300) 
Section 204. Net losses 
Article 1601. Scope of net losses 

1602. *Qaim for allowance of net loss 

1603. Allowance of net loss 
Section 205. Fiscal year with different rates 

Article 1621. Fiscal year with different rates 

1622. Fiscal year of corporation ending in 1918 

1623. Deductions and credits in the case of corporation fiscal 

year ending in 1918 

1624. Fiscal year of individual ending in 1918 

1625. Fiscal year of corporation or individual ending in 1919 
Section 206. Parts of income subject to rates for different years 

Article 1641. Parts of income subject to rates for different years 
1642. Stock dividend subject to rates for different years 
Section 1301. Advisory tax board 

Article 1701. Submission of questions to advisory tax board 
1702. Procedure before advisory tax board 
Section 1305. Extension of existing statutes 

Article 1711. Aids to collection of tax* 
Section 1313. Fractional part of cent 

Article 1721. When fractional part of cent may be disregarded 
Section 1314. Medium of payment of tax 

Article 1731. Payment of tax by certificates of indebtedness 

1732. Procedure with respect to certificates of indebtedness 

1733. Payment of tax by uncertified cheques 

1734. Procedure with respect to dishonored cheques 
Section 1318. Jurisdiction of district courts 

Section 1320. Deposit of United States bonds as security 

Section 1400. Repeal of former acts 

Section 1402. Validating provision 

Section 1405. Citation of act 

Section 1408. Inspection of government contracts 

Section 1409. Authority for regulations 
Article 1800. Promulgation of regulations 

Income 

Art. 23. Bases of computation. — The return of income shall in every 
case be made on the basis clearly reflecting the income, including such 
items of income and deductions as properly would have been included 
in the return for the preceding taxable year had the present basis been 
used, but which were not so included, and excluding such items of income 
and deductions as would have been excluded from the return for the 
preceding taxable year had the present basis been used, but which were 
in fact included. A separate statement shall be attached to the return 
showing in detail all such items and the reasons why they were excluded 
or included in the return for the preceding taxable year. If in the opinion 
of the commissioner the net effect of such items upon the net income 
for the taxable year indicates that the returns for any previous years 
did not approximately reflect the true income for such years, amended 
returns for such years may be required. 
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Art 52. When included in gross income. — Gains, profits and income 
are to be included in the gross income for the taxable vear in which 
they are received by the taxpayer, unless they are included when they 
accrue to him in accordance with the approved method of accounting 
followed by him. See articles 21-24. Lands which are received as com- 
pensation for services in one year, the title to which is disputed and in 
a later year adjudged to be valid, constitute income to the grantee in 
the former year. On the other hand, a person may sue in one year on 
a pecuniary claim or for property, but money or property recovered on 
a judgment therefor rendered in a later year would be income in that 
year, assuming that it would have been income in the earlier year if then 
received. This is true of a recovery for patent infringement Bad debts 
or accounts charged off because of the fact that they were determined 
to be worthless, which are subsequently recovered, whether or not by 
suit, constitute income for the year in which recovered, regardless of 
the date when the amounts were charged off. See articles 111 and 151. 
In view of the unusual conditions prevailing at the close of the year 1918 
it is recognized that many items of gross income, such as claims for 
compensation under cancelled contracts, together with claims against 
contracting departments of the government for amortization and other 
matters, while properly constituting gross income for the taxable year 1918 
were undecided and not sufficiently definite in amount to be reported in 
the original return for that year. In every such case the taxpayer should 
attach to his return a full statement of such pending claims and other 
matters, and when the correct amount of such items is ascertained an 
amended return for the taxable year 1918 should be filed. 

Art 53. Income not reduced to possession. — Income which is credited 
to the account of or set apart for a taxpayer and which may be drawn 
upon by him at any time is subject to tax for the year during which so 
credited or set apart, although not then actually reduced to possession. 
To constitute receipt in such a case the income must be credited to the 
taxpayer without any substantial limitation or restriction as to the time 
or manner of payment or condition upon which payment is to be made. 
A book entry, if made, should indicate an absolute transfer from one 
account to another. If the income is not credited, but is set apart, such 
income must be unqualifiedly subject to the demand of the taxpayer. 
Where a corporation contingently credits its employees with bonus stock, 
but the stock is not available to such employees until the termination of 
five years of employment, the mere crediting on the books of the corpora- 
tion does not constitute receipt. The distinction between receipt and 
accrual must be kept in mind. Income may accrue to the taxpayer and 
yet not be subject to his demand or capable of being drawn on or against 
by him. 

Art. 54. Examples of constructive receipt. — Where interest coupons 
have matured, but have not been cashed, such interest payment, though 
not collected when due and payable, is nevertheless available to the tax- 
payer and should therefore be included in his gross income for the year 
during which the coupons matured. This is so if the coupons are 
exchanged for other property instead of eventually being cashed. Dividends 
on corporate stock are subject to tax when set apart for the stockholder, 
although not yet collected by him. See section 201 of the statute and 
articles 1541-1549. The distributive share of the profits of a partner in 
a partnership or of a stockholder in a personal service corporation is 
regarded as received. See section 218 of the statute and articles 321-335. 
Interest credited on savings bank deposits, even though the bank nom- 
inally have a rule, seldom or never enforced, that it may require so many 
days' notice in advance of cashing depositors' cheques, is income to the 
depositor when credited. An amount credited to shareholders of a build- 
ing and loan association, when such credit passes without restriction to 
the shareholder, has a taxable status as income for the year of the credit 
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Where the amount of such accumulations does not become available to 
the shareholder until the maturity of a share, the amount of any share 
in excess of the aggregate amount paid in by the shareholder is income 
for the year of the maturity of the share. 

Amortisation 

Art. 181. Scope of provision for amortization. — Any allowance made 
to a taxpayer by a contracting department of the government or by any 
other contractor for amortization or fall in the value of property, either 
as a part of the cost of production or as a part of the price of the 
product, shall be included in gross income. See article 52. The amount 
to be allowed as a deduction from gross income for amortization for 
the purpose of the tax is to be based upon the provisions of articles 181 
to 188, pursuant to which the deduction should be made instead of upon 
the basis of any amounts contractually or otherwise determined. The 
allowance for amortization covers the decline in value of the property 
subject thereto and is inclusive of the depreciation which would ordinar- 
ily be allowable separately. Depreciation for any taxable period after 
December 31, 1917, should, therefore, not be claimed with respect to 
property as to which an allowance for amortization is claimed. See also 
section 204 of the statute and articles 1601-1603. 

Art. 182. Property cost of which may be amortized.— The taxpayer 
may make a reasonable deduction from gross income not in excess of a 
sum sufficient to extinguish the cost of buildings, machinery, equipment 
or other facilities constructed, erected, installed or acquired on or after 
April 6, 1917, for the production of articles contributing to the prosecution 
of the present war, and of vessels constructed or acquired on or after 
such date for the transportation of articles or men contributing to the 
prosecution of the present war. In the case of property the construction 
or installation of which was commenced before April 6, 1917, and com- 
pleted subsequently to that date, amortization will be allowed with respect 
only to the cost incurred on or after April 6, 1917. 

Art. 183. Cost recoverable through amortization. — The total amount 
to be extinguished by amortization, in general, is the excess of the unex- 
tinguished or unrecovered cost of the property over its maximum value* 
(either for sale or for use as part of the plant or equipment of a going 
business) under stable post-war conditions. Under the provisions of the 
statute authorizing re-examination of the claim at any time within three 
years after the termination of the present war, the allowance will be 
finally determined upon such basis. However, in many cases if will be 
impracticable during the calendar year 1919 to make final determination 
either of the length of the amortization period or of the value of the 
property under stable post-war conditions. Consequently in returns made 
during the calendar year 1919 the amortization allowance will tentatively 
be determined in accordance with articles 184 and 185. 

Art. 184. Cost which may be amortized.— For the purpose of making 
returns in 1919 the total amount to be extinguished by amortization is the 
difference between the value of the property on the bases indicated below 
and the original cost of the property less any amounts otherwise deducted 
for depreciation, losses, etc., prior to January 1, 1918; or in the case of 
property acquired or completed after December 31, 1917, it is the difference 
between the value of the property on the bases indicated below and the 
cost of such property at the date of acquisition or completion. 

(1) In the case of property useful only during the war period and 
permanently discarded at the date of the return the basis is the salvage 
value as of the date when the property was discarded. 

(2) In the case of property still in use which will not be required for 
the future use of the business and which is certain to be permanently 
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discarded before the last instalment payment of the tax covered by the 
return, the basis is the salvage value as of the date when the property 
will be permanently discarded. 

(3) In the case of other property the basis is the estimated repro- 
duction cost as of April, 1919, of such property in its then condition. In 
the final determination such cost will be ascertained under stable post-war 
conditions, without reference to such date. 

A special record of all property falling in classes (1) and (2) must 
be preserved by the taxpayer and the commissioner must be promptly 
advised (a) if such property is restored to use; (b) the selling price if 
sold; and (c), if still on hand and not in use at the close of the three 
year period, the reasons why such property has not been disposed of. 

Art. 185. Method of amortization. — For the purpose of making returns 
in 1919 the amount to be extinguished by amortization shall be spread 
in proportion to the net income (computed without benefit of the amorti- 
zation allowance) between January 1, 1918, and the following dates: (a) 
if the claim is based on subdivision (1) of article 184, the date when the 
property was permanently discarded; (b) if the claim is based on sub- 
division (2) of article 184, the date upon which the property will be 
permanently discarded ; and (c) if the claim is based upon subdivision (3) 
of article 184, April, 1919. All taxpayers claiming an allowance for amor- 
tization will be required to estimate the amount of their net income for 
the period between January 1, 1918, and the dates specified above, and 
also to estimate what part of such net income is properly allocable to 
the calendar year 1918 and what part thereof is properly allocable to the 
calendar year 1919. Such estimates shall be the basis for apportioning 
the amounts to be extinguished by amortization between the calendar 
years 1918 and 1919. Taxpayers reporting on the fiscal year basis (a) 
in all computations based upon 1918 rates shall use the amount of such 
allowance apportioned to the calendar year 1918; (b) in any computation 
based upon 1919 rates for a year beginning in 1918 and ending in 1919 
shall use the amount of such allowance apportioned to the calendar year 
1919; and (c) in any computation for a fiscal year beginning in 1919 
shall use as many twelfths of the allowance apportioned to the calendar 
year 1919 as there are months of such fiscal year falling in the calendar 
year 1919. 

Art. 186. Additional requirements for amortization. — Claims for 
amortization must be unmistakably differentiated in the return from all 
other claims for wear, tear, obsolescence and loss. No such claim will 
be allowed unless it is reflected in any accounts submitted by the tax- 
payer to stockholders and in any credit statements by the taxpayer to 
banks, and is given full effect on his financial books of account. If gov- 
ernment or other contracts taken by the taxpayer contained recognition 
of amortization as an element in the cost of production, copies of such 
contracts shall be filed with the taxpayer's return, together with a state- 
ment and description of any sums received on account of amortization 
and the basis upon which they were determined. In any case in which 
an allowance has been made for amortization of cost the taxpayer will 
not be allowed to restore to his invested capital for the purpose of the 
war profits and excess profits tax any portion of the amount covered by 
such allowance. 

Art. 187. Redetermination of amortization allowance. — A redeter- 
mination of the deduction allowed on account of amortization may, or 
at the request of the taxpayer shall, be made by the commissioner at any 
time within three years after the termination of the present war, and if 
as a result of an appraisal or from other evidence it is found that the 
deduction originally allowed was incorrect, the amount of tax due for 
each taxable year during the amortization period will be adjusted by 
additional assessment or by refund. 
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Art 188. Information to be furnished by taxpayer. — To obtain the 
benefit of this provision of the statute the taxpayer must establish to the 
satisfaction of the commissioner that the entire deduction claimed and 
the proportion claimed for any particular year are reasonable. The 
taxpayer shall also submit a supplementary statement setting forth the 
following information: (a) a description of the property in reasonable 
detail; (b) the date or dates on which the property was acquired and 
from whom, or, if constructed, erected or installed by the taxpayer, the 
dates on which such construction, erection or installation was begun 
and completed; (c) evidence establishing the intention of the taxpayer 
on and after April 6, 1917, or on and after the date of acquisition or 
the date of beginning construction, erection or installation, to devote such 
property or vessels to the production of articles (or, in the case of vessels, 
the transportation of articles or men) contributing to the prosecution 
of the present war; (d) the cost of construction, erection, installation 
or acquisition; (e) the value of the property after termination of the 
amortization period; (f) a segregation of the property permanently dis- 
carded, or of the property which will be permanently discarded before 
the last instalment payment covered by the return; (g) all deductions 
from gross income otherwise taken or claimed with respect to such prop- 
erty; (h) the computation by which the total amount to be extinguished 
by amortization was determined; and (i) the computation by which the 
proportion of the amortization charge claimed as a deduction in the tax- 
able year for which the return is being made was determined. 

Losses in inventory 

Art 261. Losses in inventory and from rebates. — Taxpayers are al- 
lowed deductions from net income for the taxable year 1918 for losses 
resulting (a) from material reductions after the dose of the taxable 
year 1918 of the values of inventories for such taxable year, and (b) 
from actual payments after the close of the taxable year 1918 of rebates 
in pursuance of contracts entered into during such year upon sales made 
during such year. The taxable year of the taxpayer, whether calendar 
or fiscal, is meant in every case. Such deductions may be secured by 
two methods, either by a claim in abatement or by a claim for refund, 
and must not be entered upon the regular return. 

Art. 262. Loss from rebates. — Where after the close of the taxable 
year 1918 rebates have been bona fide paid in pursuance of contracts 
entered into during such year upon sales made during such year, the net 
income for that year may be reduced by the deduction of the amount of 
such rebates actually paid. No such deduction will be allowed unless the 
profits from such sales have been included in the income for the taxable 
year 1918. 

Art. 263. Loss in inventory. — Inventory losses are allowable either (a) 
where goods included in an inventory at the end of the taxable year 
1918 have been sold at a loss during the succeeding taxable year, or (b) 
where such goods remain unsold throughout the taxable year 1919 and 
at its close have a then market value (not resulting from a temporary 
fluctuation) materially below the value at which they were inventoried 
at the end of die taxable year 1918. No deduction is allowable for 
losses of anticipated profits or for losses not substantial in amount, nor 
for physical damage or obsolescence occurring in the taxable year 1919. 
In determining whether goods included in an inventory at the end of 
the taxable year 1918 have been sold during the succeeding taxable year, 
and whether loss has resulted therefrom, sales of goods made in the 
taxable year 1919 will be deemed to have been made from the inventoried 
stock of 1918 until such inventoried stock is exhausted. 

Art. 264. Loss where goods have been sold. — Where goods included 
in the inventory at the end of the taxable year 1918 have been sold during 
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the succeeding taxable year, the loss which may be deducted from net 
income for the taxable year 1918 is the amount by which the value at 
which the goods sold were included in the inventory exceeds the actual 
selling price minus a reasonable allowance for selling expenses and for 
manufacturing expenses, if any, incurred in the taxable year 1919 and 
attributable to such goods. 

Art 265. Loss where goods have not been sold. — Where goods in- 
cluded in the inventory at the end of the taxable year 1918 have not 
been sold during the succeeding taxable year, the loss which may be 
deducted from net income for the taxable year 1918 is the amount by 
which the net income for such year would be reduced if the inventory 
were redetermined and such goods taken at their market value (ignoring 
mere temporary fluctuations of value) at the end of the taxable year 1919. 

Art 266. Claims. — Claims in abatement should be filed with the 
collector on form 47 when the return for the taxable year 1918 is made. 
Claims for refund should be filed on form 46 not later than 30 days after 
the close of the taxable year 1919. Each claim shall contain a concise 
statement of the amount of the loss sustained and the basis upon which 
it has been computed, together with all pertinent facts necessary to enable 
the commissioner to determine the allowability of the claim. The amount 
allowed by the commissioner in respect of any such claim shall be de- 
ducted from the net income for the taxable year 1918 and the taxes shall 
be recomputed accordingly. Any excess paid over the tax due shall be 
credited or refunded to the taxpayer. See section 252 of the statute 
and articles 1031-1038. In computing income for the taxable year 1919 
the opening inventory must be properly adjusted by the taxpayer in 
respect of any claim allowed for the year 1918 under this article. 

Art 267. Disposition of claims. — A claim for loss resulting from 
rebates paid or from actual sales will be decided as soon as practicable 
after it has been filed. A claim for loss in inventory not realized by sale 
will be decided only after the close of the taxable year 1919 upon the 
basis of any permanent reduction in the level of market values which 
may occur during such year from the inventory values taken at the close 
of the taxable year 1918. Not later than thirty days after the close of 
the taxable year 1919 a taxpayer who has filed either a claim in abate- 
ment or a claim for refund, or both, shall submit to the commissioner 
a descriptive statement showing the quantity and kind of all goods 
included in the 1918 inventory which have been (a) sold at a loss in the 
taxable year 1919, (b) sold at a profit during the taxable year 1919, or 
(c) not sold or otherwise disposed of during the taxable year 1919, 
together with such other information in respect of such goods as the 
commissioner may require. A claim filed with the return for a loss not 
then realized by sale will be passed upon in the light of any sales there- 
after made during the taxable year 1919. A claim filed with the return 
is authorized for the purpose of allowing the taxpayer to utilize, where 
justified, a preliminary allowance for inventory losses and not to provide 
a deduction essentially different from that taken by way of a claim filed 
at the end of the taxable year 1919. 

Art 268. Effect of claim in abatement. — In the case of a claim in 
abatement filed with a return, payment of the amount of the tax covered 
thereby shall not be required until the claim is decided, provided the 
taxpayer files therewith a bond on form 1124 in double the amount of 
the tax covered by the claim, conditioned for the payment of any part 
of such tax* found to be due with interest at the rate of 12 per cent per 
annum. The bond shall be executed by a surety company holding a cer- 
tificate of authority from the secretary of the treasury as an acceptable 
surety on federal bonds and shall be subject to the approval of the com- 
missioner. See also section 1320 of the statute. If abatement of any 
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part of the tax covered by such a claim is denied, then such part shall 
be paid by the taxpayer with interest at the rate of 12 per cent per 
annum from the original due date of the tax. 

Consolidated returns— Income 

Art 631. Affiliated corporations. — The provision of the statute requir- 
ing affiliated corporations to file consolidated returns is based upon the 
principle of levying the tax according to the true net income and invested 
capital of a single business enterprise, even though the business is 
operated through more than one corporation. Where one corporation 
owns the capital stock of another corporation or other corporations, or 
where the stock of two or more corporations is owned by the same 
interests, a situation results which is closely analogous to that of a business 
maintaining one or more branch establishments. In the latter case, 
because of the direct ownership of the property, the invested capital and 
net income of the branch form a part of the invested capital and net 
income of the entire organization. Where such branches or units of a 
business are owned and controlled through the medium of separate cor- 
porations, it is necessary to require a consolidated return in order that 
the invested capital and net income of the entire group may be accurately 
determined. Otherwise opportunity would be afforded for the evasion 
of taxation by the shifting of income through price fixing, charges for 
services and other means by which income could be arbitrarily assigned 
to one or another unit of die group. In other cases without a consoli- 
dated return excessive taxation might be imposed as a result of purely 
artificial conditions existing between corporations within a controlled 
group. See articles 785, 791, 802 and 864-869. 

Art 632. Consolidated returns. — Affiliated corporations, as defined in 
the statute and in article 633, are required to file consolidated returns 
on form 1120. The consolidated return shall be filed by the parent or 
principal reporting corporation in the office of the collector of the dis- 
trict in which it has its principal office. Each of the other affiliated cor- 
porations shall file in the office of the collector of its district form 1122, 
along with the several schedules indicated thereon. The parent or prin- 
cipal corporation filing a consolidated return shall include in such return 
a statement specifically setting forth (a) the name and address of each 
of the subsidiary or affiliated corporations included in such return, (b) 
the par value of the total outstanding capital stock of each of such cor- 
porations at the beginning of the taxable year, (c) the par value of such 
capital stock held by the parent corporation or by the same interests at 
the beginning of the taxable year, (d) in the case of affiliated corpora- 
tions owned by the same interests, a list of the individuals or partnerships 
constituting such interests, with the percentage of the total outstanding 
stock of each affiliated corporation held by each of such individuals or 
partnerships during all of the taxable year, and (e) a schedule showing 
the proportionate amount of the total tax* which it is agreed among them 
is to be assessed upon each affiliated corporation. Foreign corporations 
and personal service corporations need not file consolidated returns. See 
article 1524. 

Art. 633. When corporations are affiliated. — Corporations will be 
deemed to be affiliated (a) when one domestic corporation owns directly 
or controls through closely affiliated interests or by a nominee or nom- 
inees substantially all the stock of the other or others, or (b) when sub- 
stantially all the stock of two or more domestic corporations is owned or 
controlled by the same interests. The words "substantially all the stock" 
cannot be interpreted as meaning any particular percentage, but must be 
construed according to the facts of the particular case. The owning or 
controlling of 95 per cent, or more of the outstanding voting capital 
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stock (not including stock in the treasury) at the beginning of and during 
the taxable year will be deemed to constitute an affiliation within the 
meaning of the statute. Consolidated returns may, however, be required 
even though the stock ownership is less than 95 per cent. When the 
stock ownership is less than 95 per cent., but in excess of 50 per cent., a 
full disclosure of affiliations should be made, showing all pertinent facts, 
including the stock owned in each subsidiary or affiliated corporation and 
the percentage of such stock owned to the total stock outstanding. Such 
statement should preferably be made in advance of filing the return, with 
a request for instructions as to whether a consolidated return should be 
made. In any event such a statement should be filed as a part of the 
return. The words "the same interests" shall be deemed to mean the same 
individual or partnership or the same individuals or partnerships, but 
when the stock of two or more corporations is owned by two or more 
individuals or by two or more partnerships a consolidated return is not 
required unless the percentage of stock held by each individual or each 
partnership is substantially the same in each of the affiliated corporations. 

Art. 636. Domestic corporation affiliated with foreign corporation. — 
A domestic corporation which owns a majority of the stock of a foreign 
corporation shall not be permitted or required to include the net income 
or invested capital of such foreign corporation in a consolidated return, 
but for the purpose of section 238 of the statute a domestic corporation 
which owns a majority of the voting stock of a foreign corporation shall 
be entitled to credit its income, war profits and excess profits taxes with 
any income, war profits or excess profits taxes paid (but not including 
taxes accrued) by such foreign corporation during the taxable year to 
any foreign country or to any possession of the United States upon 
income derived from sources without the United States in an amount 
equal to the proportion which the amount of any dividends (not deduct- 
ible under section 234) received by such domestic corporation from such 
foreign corporation during the taxable year bears to the total taxable 
income of such foreign corporation upon or with respect to which such 
taxes were paid. But in no such case shall the amount of the credit for 
such taxes exceed the amount of such dividends (not deductible under 
section 234) received by such domestic corporation during the taxable 
year. A domestic corporation seeking such credit must comply with 
those provisions of subdivision (a) of article 383 which are applicable to 
credits for taxes already paid, except that in accordance with article 611 
the form to be used is form 1118 instead of form 1116. 

Art. 637. Consolidated net income of affiliated corporations. — Subject 
to the provisions covering the determination of taxable net income of 
separate corporations, and subject further to the elimination of inter- 
company transactions, the consolidated taxable net income shall be the 
combined net income of the several corporations consolidated, except 
that the net income of corporations coming within the provisions of 
article 635 shall be taken out. In respect of the statement of gross income 
and deductions and the several schedules required under form 1120, a 
corporation filing a consolidated return is required to prepare and file 
such statements and schedules in column form to the end that the details 
of the items of gross income and deductions for each corporation included 
in die consolidation may be readily audited. 

Consolidated returns — Invested capital 

Art. 864. Affiliated corporations: invested capital. — The invested capital 
of affiliated corporations, as denned in section 240 (b) of the statute 
and article 633, for the taxable year is the invested capital of the entire 
group treated as one unit operated under a common control. As a first 
step in the computation a consolidated balance-sheet should be prepared 
in accordance with standard accounting practices, which will reflect the 
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actual assets and liabilities of the affiliated group. In preparing such a 
balance-sheet all intercompany items, such as intercompany notes and 
accounts receivable and payable, should be eliminated from the assets 
and the liabilities, respectively, and proper adjustments should be made 
in respect of intercompany profits or losses reflected in inventories which 
at the beginning or end of the taxable year contain merchandise ex- 
changed between the corporation included in the affiliated group at 
prices above or below cost to the producing or original owner corpora- 
tion. Such consolidated balance-sheet will then show (a) the capital 
stock of the parent or principal company in the hands of the public; (b) 
the consolidated surplus belonging to the stockholders of the parent or 
principal company; and (c) the capital stock, if any, of subsidiary com- 
panies not owned by the parent or principal company, together with the 
surplus, if any, belonging to such minority interest In computing con- 
solidated invested capital the starting point is furnished by the total of 
the amounts shown under (a), (b) and (c) above. This total must be 
increased or diminished by any adjustments required to be made under 
the provisions of sections 325, 326, 330 and 331 of the statute and articles 
811-818, 831-869, 931-934 and 941 of the regulations, except as otherwise 
provided in articles 865-868. 

Art. 865. Affiliated corporations: intangible property paid in. — (1) In 
respect of corporations whose affiliation is in the nature of parent and 
subsidiary companies: (a) in the case of intangible property bona fide 
paid in for stock or shares prior to March 3, 1917, there may be included 
in invested capital an amount not exceeding the actual cash value of such 
property at the time paid in, or the par value of the stock or shares issued 
therefor, or in the aggregate 25 per cent, of the par value of the total 
stock or shares of the consolidation outstanding on March 3, 1917 (deter- 
mined as indicated in items (a) and (c) in article 864), or in the aggre- 
gate 25 per cent, of the par value of the total stock or snares shown on the 
consolidated balance-sheet, being the amount of the capital stock included 
in items (a) and (c) in article 864 at the beginning of the taxable year, 
whichever is lowest; and (b) in the case of intangible property bona fide 
paid in for stock or shares on or after March 3, 1917, there may be 
included in invested capital an amount not exceeding the actual cash 
value of such property at the time paid in, or the par value of the stock 
or shares issued therefor, or in the aggregate 25 per cent of the par 
value of the total stock or shares shown by die consolidated balance-sheet, 
being the amount of the capital stock included in items (a) and (c) in 
article 864 outstanding at the beginning of the taxable year, whichever is 
lowest, (c) When intangible property has been acquired in part before 
and in part after March 3, 1917, the amounts shall be ascertained, respec- 
tively, under (a) and (b) above and in the aggregate shall in no case 
exceed 25 per cent of the par value of the total stock or shares out- 
standing at the beginning of the taxable year shown in the consolidated 
balance-sheet, being the amount of the capital stock included in items (a) 
and (c) in article 864. 

(2) In respect of corporations affiliated by reason of ownership by 
the same interests, the limitations set forth in paragraphs (4) and (5) 
of subdivision (a) of section 326 of the statute shall be applied to each 
corporation separately and the aggregate of the intangible property, so 
valued, shall be included in invested capital in the consolidated return. 
In respect of each of the affiliated corporations the aggregate of the 
amounts ascertained under the provisions of paragraphs (4) and (5) 
shall in no case exceed 25 per cent, of the outstanding capital stock of 
such corporation at the beginning of the taxable year. 
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Art 866. Affiliated corporations: inadmissible assets. — Where adjust- 
ment is required in respect of inadmissible assets in accordance with the 
provisions of subdivision (c) of section 326 of the statute, such adjustment 
shall be made on the basis of the consolidated balance-sheet with due 
regard to the adjustments and eliminations set forth in articles 864 and 
865 and to the provisions of articles 815-818. 

Art 867. Affiliated corporations: stock of subsidiary acquired for 
cash. — When all or substantially all of the stock of a subsidiary corpora- 
tion was acquired for cash, the cash so paid shall be the basis to be 
used in determining the value of the property acquired. 

Art. 868. Affiliated corporations: stock of subsidiary acquired for 
stock. — Where stock of a subsidiary company was acquired with the 
stock of the parent company, the amount to be included in the consoli- 
dated invested capital in respect of the company acquired shall be com- 
puted in the same manner as if the net tangible assets and the intangible 
assets had been acquired instead of the stock. If in accordance with 
such acquisition a paid-in surplus is claimed, such claim shall be subject 
to the provisions of article 837. 

Art. 869. Affiliated corporations : invested capital for pre-war period. — 
The invested capital of affiliated corporations for the pre-war period shall 
be computed on the same basis as the invested capital for the taxable year, 
except that where any one or more of the corporations included in the 
consolidation for the taxable year were in existence during the pre-war 
period, but were not then affiliated as herein defined, then the average 
consolidated invested capital for the pre-war period shall be the average 
invested capital of the corporations which were affiliated in the pre-war 
period plus the aggregate of the average invested capital for each of the 
several corporations which were not affiliated during the pre-war period. 
Full recognition, however, must be given to the provisions of section 330 
of the statute, particularly the last paragraph thereof, and of articles 
931-934. 

TREASURY DECISIONS 

(T. D. 2836, May 7, 1919) 

Tax exemptions of Liberty bonds and Victory notes 

The appended circular, issued under date of April 23, 1919, with 
reference to the tax exemptions of Liberty bonds and Victory notes, is 
published for the information of internal-revenue officers and others con- 
cerned. 

Tax exemptions of Liberty bonds and Victory notes 

Liberty bonds and Victory notes issued under authority of the acts of 
congress approved April 24, 1917, September 24, 1917, April 4, 1918, 
July 9, 1918, September 24, 1918, and March 3, 1919, are entitled, 
respectively, to the exemptions from taxation set forth in said acts, 
from which the statements in this circular are summarized and to 
which they are subject. 

I. 4 Per cent, and 4% per cent, bonds are exempt from all federal, state, 
and local taxation, except (a) estate or inheritance taxes and (b) 
federal income surtaxes and profits taxes, as follows: 
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Are exempt, both as to principal 
and interest, from all taxation 
now or hereafter imposed by the 
United States, any state, or any 
of the possessions of the United 
States, or by any local taxing 
authority, except (a) estate or in- 
heritance taxes, and (b) gradu- 

• ated additional income • taxes, 
commonly known as surtaxes, 
and excess-profits and war-profits 
taxes, now or hereafter imposed 
by the United States, upon the 
income or profits of individuals, 
partnerships, associations or cor- 
porations. 



1. First Liberty loan converted 4 

per cent, bonds of 1932-1947 
(first 4s). 

2. First Liberty loan converted 454 

per cent, bonds of 1932-1947 
(first 454s, issue of May 9, 
1918). 

3. First Liberty loan second con- 

verted 4J4 per cent, bonds of 
1932-1947 (first 454s, issue of 
October 24, 1918). 

4. Second Liberty loan 4 per cent. 

bonds of 1927-1942 (second 4s), 

5. Second Liberty loan converted 

454 per cent bonds of 1927- 
1942 (second 454s). 

6. Third Liberty loan 454 per cent 

bonds of 1928 (third 454s). 

7. Fourth Liberty loan 4J4 per cent 

bonds of 1933-1938 (fourth 
454s). 

8. Victory Liberty loan 4# per 

cent, convertible gold notes of 
1922-1923 (4# per cent. Vic- 
tory notes). 

II. 4 per cent, and 4% per cent bonds are entitled to limited exemptions 
from federal income surtaxes and profits taxes, as follows: 

4 per cent, and 4# per cent. Liberty bonds (but not 4$4 per cent. Victory 
notes) are entitled to certain limited exemptions from graduated addi- 
tional income taxes, commonly known as surtaxes, and excess-profits 
and war-profits taxes, now or hereafter imposed by the United States, 
upon the income or profits of individuals, partnerships, associations 
or corporations, in respect to the interest on principal amounts thereof, 
as follows: 

$5,000 in the aggregate of first 4s, first 454 s (issues of May 9 and 
October 24, 1918), second 4s and 454s, third 454s, fourth 454s, 
treasury certificates, and war-savings certificates. 
30,000 of first 454s (issue of October 24, 1918, only), until the expira- 
tion of two years after the termination of the war. 
30,000 in the aggregate of first 4s, first 454s (issues of May 9 and 
October 24, 1918), second 4s and 454s, third 454s, and fourth 
454s, as to the interest received on and after January 1, 1919, 
until the expiration of five years after the termination of the 
war. 
45,000 in the aggregate of first 4s, first 454s (issue of May 9, 1918, only), 
second 4s and 454s, and third 454s, as to the interest received 
after January 1, 1918, until the expiration of two years after the 
termination of the war; this exemption conditional on original 
subscription to, and continued holding at the date of the tax 
return of, two-thirds as many bonds of the fourth Liberty loan. 
20,000 in the aggregate of first 4s, first 4$4s (issues of May 9 and 
October 24, 1918), second 4s and 454s, third 454s, and fourth 
454s, as to the interest received on and after January 1, 1919; 
this exemption conditional upon original subscription to, and 
continued holding at the date of the tax return of, one-third as 
many notes of the Victory Liberty loan, and extending through 
the life of such notes of the Victory Liberty loan. 
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160,000 total possible exemptions from federal income surtaxes and 
profits taxes, subject to conditions above summarized. 



III. 3y 2 per cent, bonds and 
federal, state, and local 
as follows: 

1. First Liberty loan 3j£ per " 

cent, bonds of 1932- 
1947. 

2. Victory Liberty loan 3# 

per cent, convertible 
gold notes of 1922-1923. 



3Ya per cent notes are exempt from all 
taxation, except estate or inheritance taxes, 

Are exempt, both as to principal and inter- 
est, from all taxation (except estate or 
inheritance taxes) now or hereafter im- 
posed by the United States, any state or 
any of the possessions of the United 
States or by any local taxing authority. 
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"Kiting" 

The writer, when on the witness stand, was once asked to define a 
"late" as bankers understand it. When he said that it was a piece of 
paper upheld by nothing more substantial than wind, the judge threatened 
to punish him for contempt of court for indulging in levity. It was not 
difficult to show that it was a serious definition. 

When a business man buys merchandise and in payment therefor 
issues his cheque or note, or accepts a time draft drawn on him by the 
seller of the goods, he has created legitimate commercial paper. At the 
same time he assumes the indebtedness he acquires an asset that will 
eventually furnish the funds with which he can liquidate this indebtedness 
or, what is practically the same thing, some other equivalent liability. 
Therefore, his paper is based on a solid backing of at least an equivalent 
value. 

It often happens that such a man has exhausted his own capital and 
his individual bank credit and is still in need of money. He can obtain 
this money if he can find some one with fairly good credit who is willing 
to exchange cheques or notes with him. Cheques will tide him over from 
day to day, and notes will give him relief until they become due. Now, 
the paper that he has issued has no backing of valuable merchandise, 
but is based entirely on the credit of the two men. If one of the men 
fails the other has to pay not only his own paper but also that of the 
other man which he has endorsed. As the kind of men who indulge in 
this practice are seldom very strong financially, the failure of one usually 
carries down the other, and the holder of the paper begins to understand 
why this kind of paper is called a "kite" upheld by nothing more sub- 
stantial than wind. 

The simplest form of kiting consists in the exchange of cheques. 
Jones, expecting a number of remittances in Monday's mail, has antici- 
pated them by issuing his own cheques on the previous Saturday. The 
mail Monday morning proves to be disappointing, and Jones realizes 
that his bank balance will be short nearly $500.00 of the amount necessary 
to' cover the cheques that will be presented through the clearing house 
that day. He borrows a cheque for $500.00 from his friend Smith, giving 
his own for the same amount in exchange. By depositing Smith's cheque 
after eleven o'clock, he insures that it will not -be presented through the 
clearing house until Tuesday. As Smith deposits Jones' cheque Monday 
afternoon, the two cheques cancel each other in the clearing house. 
Smith's bank account is not affected, because he has lent credit and not 
money to Jones. The only victim is the bank, which has paid Jones' 
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cheques to the clearing house in money, against which it holds the cheques 
deposited by Jones, which are not available until the clearings of Tuesday. 
The transaction amounts to a loan by the bank without its consent, 
and for which it receives no interest, for one day's use of the amount 
by which Jones' account would have been overdrawn, if he had not 
made his Monday deposit. In addition, the bank runs the risk of the loss 
of $500.00 if Jones fails and carries Smith down with him. 

Of course, the bank can protect itself by refusing to receive Smith's 
cheque, unless it is certified, when it is deposited by Jones to cover his 
overdraft. This would require constant scrutiny of both the cheques 
deposited and those drawn by Jones. However, if Jones is bright enough 
to think of it he can throw the bank off the track by the simple expedient 
of giving Smith the cheque of a customer for part of the $500.00 and 
his own cheque for the balance only, thus destroying the similarity 
between the two exchanged cheques. We will take up later the consid- 
eration of an infallible rule by which the bank can detect the kite. 

A more dangerous form of kiting is the exchange of notes, because 
the risk of the failure of both maker and endorser is extended over a 
greater length of time. Each party gives his note to the other for the 
same amount, due on the same day. Each discounts the note of the 
other at his own bank, and each takes up his own paper when it comes 
due. Usually the notes are made for an odd amount in order that they 
may appear to have been given in settlement for a bill of goods. In 
this way each of the parties to the transaction enjoys a bank credit to 
which he is not entitled. 

Ordinarily this species of kite may be detected by noting that on the 
same day when Smith pays the note that he gave to Jones by a cheque 
on a certain bank, Jones gets his own cheque certified for the same 
amount in favor of the same bank. However, the astute "kiter" can 
mask the transaction by having the notes made for somewhat different 
amounts, settling the difference in currency, or he can throw the bank 
clear off the track by causing one of the parties to draw currency with- 
which to pay his note, instead of using a certified cheque. The bank 
would be at fault, however, in the latter case, if it failed to apply one 
of the rules to be given later. 

The third form of kite consists of the drawing of drafts at com- 
paratively short time on parties in another city. For instance, Jones in 
Chicago draws a draft at ten days sight on Robinson in Omaha, and 
sells the draft to his Chicago bank. Robinson accepts the draft and at 
the end of ten days pays it, covering himself by selling a sight draft! 
on Jones to his Omaha bank. Jones has had the use of the money for 
twelve days, but in this case has paid the bank for it in the discount on 
the ten days sight draft. If Jones uses currency with which to pay the 
sight draft drawn by Robinson, the Chicago bank would have no proof of 
the kite, but the Omaha bank would have, unless Robinson keeps two 
bank accounts. 
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Great ingenuity is sometimes shown in conducting these kites between 
persons in different cities. In one case the combination was three- 
cornered. Fairbanks in Chicago and Perry in Denver were dealers in 
both new and second-hand books, and Demarest in Chicago dealt only 
in new books published by a large New York house. Fairbanks was in 
the habit of drawing ten days sight drafts on Perry, claiming that they 
were against sales of books to Perry. He sold the drafts to the V 
national bank in Chicago which sent them to M & M, private bankers in 
Denver. Each draft was duly accepted and was paid at maturity by 
Perry, who then drew a sight draft, not on Fairbanks, but on Demarest, 
who always paid in currency. If Perry had not happened to keep his 
account with M & M, the D bank would not have known of the last 
link in the chain. As it was, the bank failed to connect Fairbanks with 
the payment of the draft on Demarest, although it marked the currency 
which Fairbanks always drew on the day when the sight draft was pre- 
sented to Demarest Fairbanks was smart enough to get the money 
changed at some other bank before he gave it to Demarest. This kite 
was ended when the proper test was applied to it. 

How to Detect Kiting 

There are certain rules or axioms which will disclose the existence of 
kiting when it is practised to any extent and will render it dangerous. 
One of these is that the legitimate deposits of a business in bank cannot 
materially exceed its total sales in a year, due allowance being made for 
an increase or decrease in the amount due from customers. For instance, 
if there is due from customers on January 1, $40,000 and on December 31 
$50,000, and the total sales for the year have been $400,000, the total 
deposits in bank for the year cannot vary much from $390,000. In the 
deposits must be included every means of payment used by customers, 
such as cash, notes receivable and sight or other drafts paid. The total 
may be swelled to a small extent by the duplication of some items. A 
customer may have given his note for $1,000 which the business dis- 
counted at its bank. When the note comes due, it is necessary to send 
the customer a cheque for $500.00, for which he gives a new note. This 
causes a duplication of $500.00 in the bank movement. Making a liberal 
allowance of 10 per cent, for such cases, the legitimate deposits can be 
placed at $430,000. If the bank account shows deposits of $800,000, 
exclusive of the concern's own notes discounted by the bank, the con- 
clusion is irresistible that very extensive kiting is being done. The only 
sources from which a business can receive money are the customers td 
whom it has sold goods, unless, of course, it has sold some of its fixed 
assets during the year. The existence of the practice having been estab- 
lished, a scrutiny of the concern's deposits and cheques will disclose the 
particular methods adopted. 

Another rule is that an ordinary manufacturing or mercantile concern 
seldom needs currency except for payrolls and some special payments, 
such as those to the United States government. Therefore, when suck 
a concern is in the habit of drawing currency, especially if in large bills, 
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it is almost certain that it is making payments which it does not wish to 
have traced. The secrecy is suspicious and should lead to inquiry as to 
its cau^e. In the vast majority of cases it will be found that the currency 
is to be used to pay one item of a kite, the existence of which would 
be exposed if a cheque were used that would proclaim the object for 
which it was drawn. 

Still another rule is that one business concern does not pay cheques 
to another in the course of legitimate transactions, unless it owes money 
to the other. In the first example given above it is very probable that 
Jones owes an account to Smith, because Jones would naturally turn, 
when asking a favor, to the person who is under some obligations to him, 
which Smith would be to a certain extent if Jones bought rather heavily 
from him. Therefore the mere fact that Jones gave Smith a cheque for 
$500.00 might not mean anything more than that a part payment had been 
made on an open account. It again becomes necessary to know some- 
thing about the volume of the business, because if Jones buys $12,000 
a year from Smith there is no occasion for him to pay Smith cheques 
averaging $3,000 or $4,000 a month. Sometimes it is not necessary to 
ask any questions about the volume of purchases from Smith, as the 
character of the goods may be such that Jones could not use all that 
his cheques would seem to buy. This is especially true when the kiter 
is in the habit of borrowing cheques from his landlord, as is frequently 
the case. 

If it is necessary to ask questions about the total volume of business, 
it must be done in such a way as to avoid suspicion, for if the kiter has 
any reason to suspect the motive for the question, he will either evade 
giving any answer or he will give one that is not true. If the question 
is asked in an off-hand way when the subject of credit is not being dis- 
cussed and the customer is not on guard, the answer will probably be 
somewhere near the truth. 

The same rule will naturally apply to notes. No legitimate note 
would be given by one concern to another, except in payment of a debt 
incurred in the course of business. Therefore when Jones presents 
Smith's note to his bank for discount, the bank has a right to ask for an 
explanation of why Smith gives his note to Jones, when Jones buys 
from Smith, but does not sell him anything. Unfortunately, the bank 
usually asks no questions, contenting itself with merely looking up Smith's 
rating. 

Sometimes what appears to be the kiting of notes is really a technically 
correct use of them. In one case in point A was a dealer in slate and 
marble mantels, when they were still in general use, and B was a manu- 
facturer of wooden mantels. When either of them got a contract to fur- 
nish both kinds of mantels to a new building, he would procure from 
the other the kind that he did not carry. Instead of settling the balance 
of the reciprocal account every month, A, who was financially weak, pre- 
vailed upon B to adopt the plan of each one's giving a 90 day note to the 
other for each transaction. When the bank in which A kept his account 
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discovered that notes were thus being given both ways, it refused to 
discount B's notes for A, although B's credit was excellent, until A gave 
assurances that the notes were not kites but were based on actual transac- 
tions. When A finally failed, B undertook to refuse payment of his 
notes held by A's bank, on the ground that they were given without 
consideration and that this fact was known to the bank. When it was 
shown that the bank had guarded itself against this contingency, B was 
obliged to take up his own notes, in addition to losing those that A had 
given him. In this case, of course, the notes were not issued in pairs of 
the same date and amount. 

The final rule covers drafts and is to the effect that no one has a 
right to draw on another person, unless he has sold something to that 
person. The thing sold need not be merchandise; it may be services, or 
even professional advice. The only exception to this rule occurs when 
the debtor draws back on his creditor for part of a maturing note or 
draft which he is not able to meet in full, or for some other reason which 
can be easily explained. Such instances would naturally be rare. 

It was the application of this rule that caused the discovery of the 
three-cornered kite already mentioned. Since Fairbanks in Chicago and 
Perry in Denver were both dealers in new and second-hand books, Fair- 
banks' drafts on Perry could easily be based on shipments of either class 
of goods, while the drafts on Fairbanks would naturally be the result of 
shipments of second-hand books to him by Perry. The only suspicious 
circumstance was the fact that Perry always drew his draft on the day 
when his ten-day acceptance came due. Perry did not draw on Fairbanks, 
but on Demarest, who dealt exclusively in new books published by the 
concern which he represented. It was therefore impossible for Perry to 
sell him anything, and the kiting nature of the transactions between them 
was self-evident. The following laconic correspondence passed between 
the D national bank in Chicago and the banking firm of M & M in Denver : 

D to M & M — What goods does Perry sell Demarest? 

\f & M to D — Perry does not sell any goods to Demarest. 

D to M & M — Then how can Perry draw on Demarest? 

M & M to D— Thanks for the hint 

When Perry's next acceptance came due, M & M refused to credit him 
with his sight draft on Demarest; the acceptance was protested; Perry 
made an assignment and Fairbanks was soon forced to do the same. 

While this subject is of more importance to bankers than to the 
ordinary merchant, the latter should not consider that it has no interest 
for him. No one can indulge in extensive kiting without the facts becom- 
ing known or at least suspected. When a merchant suspects that a cus- 
tomer is kiting, he should investigate, to do which it may be necessary 
to have a confidential interview with the customer's bank. If the kiting 
is proved, the merchant should take steps to protect himself if necessary. 
The practice does not always end in disaster, because the kiter may be 
abundantly good but have too little capital in his business. If he it 
making money and leaves part of his profits in the business he may 
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accumulate sufficient capital for his needs. But the usual result is 
disastrous, and concerns that indulge in the practice should be looked upon 
with grave suspicion by the credit men. 

Partnership Adjustments 
The following letter and the reply to it are given in order to call 
attention to several points in regard to partnership accounts which may 
be familiar to many but do not seem to be fully understood by alL 

Editor, Students' Department: 

Sir: The writer has lately adjusted a matter for one of our clients 
which on account of its peculiar complications, is hereinafter stated for 
such use as you may consider that it deserves/ 

A & B, as a partnership, are conducting a farm and share equally in 
its gains and losses. 

After their partnership books were closed on January 1, 1919. an equal 
amount stood to the credit of the two investment accounts and tne follow- 
ing balances were left open : — 

(1) — Bills receivable account for B's note owing to A & B for $911.14. 

(2)— An account for $465.86 owing to A & B by B. 

(3) — Bills payable account for A & B's note owing to A for $500.00. 

(4)— An account for $536.55 owing to A by A & B. 

On accounts 1 and 2 above there was $54.61 in accrued interest owing 
to A & B by B. 

On accounts 3 and 4 above there was $65.80 in accrued interest owing 
to A by A & B. 

The personal books kept by A showed at the same time in bills receiv- 
able account a note for $617.77 owing to A by B individually, on which 
the interest accrued amounted to $26.53, and the following debit balances 
that corresponded with similar credit balances (accounts 3 and 4) in the 
partnership books of A & B : — 

Bills receivable, $500.00 for A & B's note owing to A. 

An account for $536.55 owing to A by A & B. 

B was not prepared to pay any money to adjust their interests and 
it was decided to settle the whole matter in one new note. The question 
decided was the amount for which the new note should be made. 

The matter is settled; but I thought that the complications involved 
might make the question of interest to the readers of your department 

Yours very truly, 

Indianapolis. C E. Freeman. 

The letter does not state to whom the note shall be given. There are 
three alternative settlements possible, viz.: 

(1) B may give a note to the firm, to cover the whole of his indebted- 
ness. 

(2) B's note may be only for enough to pay off A. 

(3) B may give a note to A. 

In the first two settlements the note is transferred to A to pay his 
claims, the balance to be left in an open account 

Mr. Freeman's solution was as follows: 
B's personal account 54.61 

Interest 54.61 

For interest due on note and account 
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Interest 

A's personal account 

For interest due on note and account 



65.80 



A capital 


5.59 


B capital 


5.60 


Interest 




To close interest account 




Bills payable 


500.00 


A's personal account 


602.35 


A capital 




To close A's note and personal account 





65.80 



11.19 



B capital 

Bills receivable 

B's personal account 

To close B's note and personal account 



Bills receivable 
B's capital 

To cover B's impaired capital 



A's capital 

Bills receivable 

To equalize capital accounts by transfer 
of B's note to A. 



1,431.61 



1,266.99 



1,266.99 



1,102.35 



911.14 
520.47 



1,266.99 



1,266.99 



It then becomes necessary to bring in A's personal books and on them 
to make the following entries: 
Bills receivable 1,266.99 

A & B 1,266.99 

For B's note endorsed by A & B 



B 



B 



Interest 

For interest accrued on his note 



Bills receivable 
Bills receivable 

To consolidate B's indebtedness 



Bills receivable 
B 

For new note in settlement 



26.53 



1,88476 



1,91129 



26.53 



617.77 
1,266.99 



1,911.29 
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He also gives the other entries in A's books in regard to his own note 
and interest, but they are not material. 

The question was referred to another certified public accountant, 
whose answer somewhat condensed was as follows: 

As A and B were equal partners they each owned half the assets, 
including the note and account of B, and were also equally liable for 
the indebtedness, including the note and account of A. This justified the 
following entries : 

A, capital 715.80 

B, capital 715.81 

Bills receivable, B's note 911.14 

B, personal account 465.86 

Interest, on above 54.61 

Bills payable, note due to A 500.00 

A, personal account 536.55 

Interest, on above 65.80 

A, capital 551.17 

B, capital 551.18 



Then a statement is prepared as follows: 
Total due by B 1,431.61 Due A 

Total due to A 1,102.35 " " 

Total due A on firm books 
Outside note held by A 
Interest 



715.80 Due B 
551.18 " " 



715.81 
551.17 



1,266.98 

617.77 

26.53 

1,911.28 



Total due from B 

which is settled by a note given by B to A. 

This matter is important solely because the two answers show how 
it is possible to reach a correct result by erroneous methods. 

In both answers the settlement is not made on the firm's books. 
There is nothing in the problem to indicate that A's personal books are 
to be used and the settlement made on them. On the contrary, since the 
firm is the client, it is necessarily inferred that all the entries shall be 
made on the firm books. It was not necessary to inspect A's personal 
books in order. to ascertain the existence of die note for $617.77 with 
the accrued interest. All that was needed was for A to produce the 
note and to request that it be included in the settlement and for B to 
agree to it. This would necessitate the bringing into the firm books of 
the outside note and interest. 

The only other criticism of the first answer is that B gave two notes 
instead of one, although the final result is one note as required. The 
fact that A gives up a note endorsed by A & B for B's plain note is not 
very material, because A, being a partner, does not benefit by having the 
firm on the note. Altogether, Mr. Freeman's answer is entirely correct, 
if we allow the introduction of A's personal books. 
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The principal objection to the second answer is that it makes unau- 
thorized entries in the capital accounts of the partners. The only charges 
that can be legitimately made to a partner's account are losses or with- 
drawals of money or other assets, and the only credits are profits or con- 
tributions of value. Charging A's capital with half of B's debit accounts 
would be justifiable only in case B's accounts were a total loss, which 
of course cannot be the case as long as B has a balance on his capital 
account The credit of half of A's accounts to B's capital would be 
justifiable only in case A made those accounts a profit by donating them 
to the firm. Since no money passed there is no question of any with- 
drawals or contributions of capital. On the face of the entries B is 
forgiven $715.80 of his indebtedness and is presented with $551.18 of A's 
claims against the firm, thus receiving a total free gift of $1,266.96. 
There is no entry to indicate that this was afterwards offset by a private 
deal between A and B, or that any note was issued, and there is no room 
for such an entry, since the capitals are equalized and all personal accounts 
closed. The tabulated statement is a mere memorandum and not an entry. 

To carry out the provisions of the agreement correctly and to make 
a proper record of the transactions, it is necessary to bring all the items 
together by an entry showing that A has transferred to the firm for 
credit to his account B's note for $617.77 and interest of $26.53, charge- 
able to B's personal account. The condition would then be as follows: 



DUE FBOM B 




DUE TO A 




Note 


911.14 


Note 


500.00 


Open account 


465.86 


Open account 


536.55 


Accrued interest 


54.61 


Accrued interest 


65.80 


Note received from A 


617.77 


B's note transferred 


617.77 


Accrued interest 


26.53 


Accrued interest 


26.53 



Total due from B 2,075.91 Total due to A 1,746.65 

Referring to the statement that there are three ways in which a note 
can be given in settlement — 

(1) B may give a note to the firm for $2,075.91 and receive credit 
closing his accounts. The firm may then transfer the note to A, charg- 
ing his accounts off, except that he will have a debit balance left of 
$329.26, the excess of the note over his various credits. 

(2) B may give the firm a note for! $1,746.65, to be transferred to A, 
paying him off, but leaving a debit balance of $32926 in B's account. 

Neither of these settlements is admissible, because neither completes 
the settlement, there being in each case a debit balance in one of the 
accounts. 

(3) The proper method is to close the notes and personal accounts 
into the respective capital accounts. 

B, capital 2,075.91 

B, notes, account and interest, detailed 2,075.91 

A, notes, account and interest, detailed 1,746.65 

A, capital 1,746.6* 
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Since B's capital has been debited and A's capital credited the differ- 
ence between the two capitals is now $3,822.56. To bring them to equality 
again, B gives the firm his note for half the amount made to his own 
order and endorsed by him, the entry being 
Bills receivable 1,91128 

B, capital 1,91128 

Note given by B to restore impaired capital 



The firm then transfers the note to A without endorsing it 
A, capital 1,911.28 

Bills receivable 1,91128 

B's note transferred to A to equalize capitals. 



In this way a complete settlement is made of all the personal accounts 
by giving one note and all the transactions are of record on the books 
of the firm. The debit balance of $32926 which was left by either of 
the first two settlements is now replaced by a reduction of $164.63 in the 
capital of each partner. 

Apparently the firm of A & B did not know that the note of a partner 
should not appear in the ordinary notes receivable or notes payable 
account, as the case may be, on the firm's books. Except where a partner 
buys goods from the firm in the ordinary course of business, no indebted- 
ness of his to the firm should be charged to the regular accounts of notes 
receivable or accounts receivable. Such an item is not an available asset 
— it is rather a reduction of capital and should be specifically shown on 
the balance-sheet as due from partners. It is far better to charge such 
items against the capital and keep them off the books. It is not as 
objectionable to include amounts due to a partner in notes or accounts 
payable, unless they are relatively large, when they must be definitely 
stated, since a partner, being on the inside, has advance information 
of coming trouble and can protect himself at the expense of creditors. 
The same rule holds good in a corporation with regard to amounts due 
from or to officers and employees. 

The points brought out in the above may seem to some not worth 
the space taken up. They would not be, if it were not true that the 
employment of proper methods is almost, if not quite, as important to 
the trained accountant as the reaching of correct results. 

Omission from Inventory 
Editor, Students' Department: 

Sir : In the Students' Department of the January, 1919, issue, page 75, 
second paragraph, it is stated that profits are not affected by omission to 
include in the inventory goods for which a liability has been incurred 
and which should appear on the books. As the determination of profits 
is dependent upon the inventory, I would appreciate an explanation of 
the statement. If the liability is taken on the books, what would be 
charged, if not the inventory? 

Yours truly, 

New York JWT 
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The statement referred to is that profits are not affected when goods 
on hand are not included in the inventory and have also not been charged 
to operations as a necessary concomitant to the credit of their cost to 
accounts payable. 

"If the liability is taken on the books, what would be charged if not 
the inventory?" The charge would certainly not be to inventory. It 
would be to that phase of the operations to which the purchase belonged. 
It may be $10,000 worth of raw material, in which case the purchase 
record would show that amount in the appropriate debit column as a 
charge to operations, offset by an equal credit to accounts payable. At 
the end of the year all this material is on hand, together with $25,000 
more of the same class. This $35,000 may be charged to raw material 
inventory and credited to raw material account, or it may be brought 
down as a balance in the raw material account. In either event the 
$10,000 in question appears on the right side of the raw material account 
and cancels the same amount appearing on the left side as posted from 
the purchase record. The balance of the raw material account, after 
the inventory is credited to it, is the charge against operations for the 
materials consumed, and is the only profit and loss item in the account 
If an equal amount is omitted from each side of the account, the balance 
is not affected and therefore the profits are not changed. 

Suppose the purchases of this material were $10,000 in each month of 
the year. The cost of material consumed would be: 
Inventory January 1 30,000 

Purchases 120,000 

150,000 

Inventory December 31 35,000 



Cost of material consumed 115,000 

In order to make a better financial showing, the management omits the 
December purchase of $10,000 from the books and does not include it in 
the inventory. The cost of material would then be 
Inventory January 1 30,000 

Purchases 110,000 

140,000 



Inventory December 31 25,000 



Cost of material consumed 115,000 

There is no effect on the profits, but the financial indebtedness is 
shown as $10,000 less than the truth. 

Premium on Convertible Notes 
Editor, Students' Department: 

Sir : I would like very much to know what would be the best account- 
ing practice in a matter the details of which are described below : 

A certain corporation on September 1, 1917, issued $6,000,000 worth 
of five-year six per cent convertible notes redeemable at $105 and 
interest in whole or in part on sixty days' notice, subject to the right of 
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conversion into the stock of the company at the rate of 10 shares of stock 
for each $1,000 par value of notes, the said stock having no par value. 
By the recent annual report of the company for the year ended Decem- 
ber 31, 1918, it is shown that $734,500 worth of the said notes were con- 
verted into the stock, presumably at the rate of $100 per share for the 
stock. The company also purchased on the open market $1,936,000 worth 
of notes, but there is nothing shown in the annual report as to what the 
company actually paid for these notes. In case the company paid more 
than face value for the notes, to what account would the premium be 
charged and how would it show on the balance-sheet of the company? 
Would it first be shown on the profit and loss statement and, therefore, 
only in the surplus item of the balance-sheet? I understand, of course, 
that the $1,936,000, being the face value of the notes retired, would be 
shown as a reduction in the outstanding note issue; but I am not quite 
certain as to where the premium paid would show. 

C. M. B. 

The entry for the notes converted into stock would be 
Five-year notes payable 734,500 

Capital stock 734,500 

unless all the authorized stock had been placed on the books by an entry 
debiting unissued stock and crediting capital stock, in which case the 
credit would be to unissued stock. Since the stock has no par value, this 
entry could hardly have been made. 

When the company purchased the notes in the open market, it prob- 
ably paid accrued interest on them. This is a financial expense and must 
be charged to interest, the same as the semi-annual interest on the rest 
of the notes. If it also paid a premium, this would be a loss, but not a 
current expense. The interest and premium are assumed to be what 
was paid. The entry would be (cash being journalized for convenience) : 
Five-year notes payable 1,936,000 

Interest (average V/i months) 29,040 

Premium on 5 year notes (average 3%) 58,080 

Cash 2,023,120 

The premium would be charged direct to surplus and not to profit and 
loss, since it is not a normal expense but one that is extraordinary and 
does not constantly recur. 

Neither the interest nor the premium would appear on the balance- 
sheet, but their effect would be to decrease the balance of surplus. 
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OFFICE ADMINISTRATION, by J. William Schulze. McGraw-Hill 

Book Company, Inc., New York. 295 pp. Cloth, $3.00 net. 

The present volume is an improvement over The American Office, by 
the same author, in many ways, not the least of which is originality. It is 
also broader in scope and combines more deftly information, versatility 
and interest. 

Office Administration is not only a practical reference manual but a 
volume which offers to a certain type of mind pleasant diversion. It 
would also serve well as a text 

The author has, as he admits in the preface, departed from that to 
which he alludes as the academic arrangement and chosen a course which 
to him seems to follow the "practical every day viewpoint of the business 
office." One might expect the author to discuss, in the order named, 
the materials of administration, the organization thereof and the subse- 
quent procedure with its accompanying problems. Instead he begins 
with a background called the "evolution of the modern office." Not until 
chapter X. is anything said of the office layout, whicfi is immediately 
preceded by a chapter on "organization procedure." The whole of the 
material is so well connected and blended, however, that the technical 
defect in the organization does not in the main annoy one who is inclined 
to be rather critical. It is most apparent toward the end where the book 
dwindles away in a chapter on "business correspondence." 

There is a wealth of good material in many of the chapters, noticeably 
those on selecting office workers, training office employees and office 
layout. 

There is also much straightforward advice which should be of value 
to those charged with the responsibility of office management, as witness 
the following: "The office manager's energies should be devoted to the 
discovery of means by which his present payroll will produce more 
results." 

The book as a whole is instructive, interesting and helpful. Many 
an office employee as well as executives will be better for its existence. 

John Raymond Wildman. 
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Certified Public Accountants of Massachusetts, Inc. 

The Certified Public Accountants of Massachusetts, Inc., held the 
annual "Ladies' night" at the Copley-Plaza hotel May 6th. More than 
•ne hundred members and guests were present. The invited guests in- 
eluded the bank commissioner, Augustus L. Thorndike, the collector of in- 
ternal revenue, John F. Malley and several state and city officers. Officers 
•f the association are: president, Edwin L. Pride; vice-president, Hollis 
H. Sawyer; secretary, George Lyall; treasurer, Gerald Wyman. 



Davies & Nield, 103 Park avenue, New York, announce the dissolu- 
tion of partnership by mutual consent. The practice will be continued by 
W. Sanders Davies and Allan Davies as Davies & Davies. Charles F. 
Nield is retiring from public practice. 



Greeley & Giles announce the dissolution of the firm by mutual consent 
Cecil D. Giles, Richard £. Niederwiessen, and John W. Fahr will conduct 
their practice under the firm name of C. D. Giles & Co., with offices at 140 
Nassau street, New York. 



George Shedden and William McAdam announce that they have formed 
a partnership under the firm name of Shedden & McAdam, with offices 
at 664-665 Empire building, Seattle, Washington, and 530 Provident build- 
ing, Tacoma, Washington. 



David A. Jayne and P. M. MacCutcheon announce the formation of a 
partnership under the firm name of Jayne & MacCutcheon with offices in 
Masonic Temple, Charleston, West Virginia. 



Chas. E. Cady, Norman L. Nathan and Daniel Feder announce the 
formation of a partnership under the firm name of Cady, Nathan & Feder 
with offices at 1400 Broadway, New York. 



C. Elmer Wiegner and Charles S. Rockey announce the formation of a 
partnership under the firm name of Wiegner, Rockey & Co., with offices 
at 584-586 Drexel building, Philadelphia 



Vollum, Fernley, Vollum & Rorer announce that they will resume the 
•riginal firm name of Vollum, Fernley & Vollum, with offices at 907-12 
Lincoln building, Philadelphia. 



Reed, McCook & Hoyt announce that Mr. McCook and Mr. Dougherty 
have resumed practice as members of the firm. Lester H. Washburn has 
been admitted to partnership. 
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Louis P. Galenson and Max Schlessinger announce the formation of a 
partnership under the firm name of Galenson & Schlessinger, with offices 
at 15 Park Row, New York. 



Haskins & Sells announce the opening of an office in Philadelphia in 
the Franklin Bank building, and the appointment of Edmund C Gause as 
resident partner. 



H. Winfield Wright has resumed practice as a member of the firm of 
Strickler, Wright & Co., Widener building, Philadelphia. 



William Guthrie & Co. announce the opening of an office in Kennedy 
building, Omaha, in charge of William Bryden. 



Baldwin, Norlin & Sneddon announce the formation of a partnership 
with offices in Penobscot building, Detroit. 



Patterson, Teele and Dennis announce that Stanley G. H. Fitch has be- 
come a partner of the firm. 



Sparrow, Harvey & Co. announce the removal of their offices to 145 
Nassau street, New York. 



Raymond C Brown & Co. announce the removal of their offices to 
290 Broadway, New York. 



Nathaniel Pomerance announces the removal of his offices to 350 
Broadway, New York. 



Saul Levy announces the opening of an office at 120 Broadway, New 
York. 
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